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PREFACE 


This is an essay on international economic policy with particular 
reference to the postwar period. As such it deals with controversial 
issues on which a complete consensus is not to be expected. Never- 
theless some common ground of understanding and agreement is 
an indispensable preliminary to the framing of policy issues. And 
it is mainly toward this end that the essay moves: it tries to con- 
tribute something to the understanding and appreciation of the 
basic elements that compose the international investment problem 
after the war. The volume does not pretend to be a complete 
analysis of all aspects of the postwar international investment 
problem. It is an essay, not a treatise. 

Most of the manuscript was written in New York City between 
February and August, 1944. I am afraid that it still carries traces 
of the pressure under which it was written and which a variety of 
interruptions in the ensuing months have prevented me from elimi- 
nating altogether. For these I apologize to the reader and beg his 
forebearance. Yet if the volume has anything to say it had perhaps 
better be said now and not after all the tumult and controversy 
have become academic. 

My obligations are numerous and some of the heaviest must 
remain unacknowledged. I am indebted first of all to the Social 
Science Research Council for a grant-in-aid which materially as- 
sisted my work. Mr. H. M. Ditisheim and Miss E. Frysick served 
as research assistants for several months under what must have been 
trying circumstances for them. I thank them sincerely. I should also 
like to thank Dr. Walter Hausdorfer and his staff of the Business 
Library of Columbia University whose many kindnesses extended 
far beyond what an author has any right to expect. 

Among those who read the manuscript and offered helpful sug- 
gestions I would like especially to thank the following: Dean R. D. 
Calkins and Donald B. Marsh of Columbia University; J. Frederic 
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Dewhurst of the Twentieth Century Fund; Ralph A. Young of the 
National Bureau of Economic Research; J. B. Condliffe, Howard 
S, Ellis, William Fellner, and M. M. Knight of the University of 
California. I am sincerely grateful to all these persons for taking 
the trouble to read and criticize the manuscript despite their already 
crowded schedules. A quite inadequate blanket acknowledgment 
will have to suffice for all those other persons with whom I was 
privileged to discuss bothersome points on various occasions. 

As always, of course, the author is alone responsible for what 
finally appears in print. 

N. S. B. 

Berkeley, California 
December 23, 1944 
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INTRODUCTION 


I 

The end of the present world conflict will bequeath a task of re- 
lief, rehabilitation, and reconstruction which promises to exceed 
anything of a similar nature ever undertaken. Moreover, recon- 
struction will be something more than the distribution of “K’' 
rations and bowls of soup. The destruction and impairment of 
factories, industrial plants, railways, harbors, gas and electric 
works, and all the rest of the means of production by which civi- 
lized peoples provide themselves a living will have to be made 
good. 

Reconstruction will be a manysided problem. But on the eco- ^ .^^»^ 
nomic side it essentially consists in restoring an incurred diminu- 
tion of real capital resources. The realized impairment to real 
capital will be especially great in tliree respects. ^ Firsj , bombin^^^f 
raids and advancing and retreating armies will have destroyed 
(and stolen) much real capital equipment in a simple physical 
sense. Any recent photograph from the battlefronts makes this fact 
abundantly clear. Second, real capital resources will be depleted (3;- 
severely^ even though not • physically destroyed, because they have 
been undermaintained in the waging of total war. Accumulated 
depreciation and obsolescence of industrial equipment will be sub- 
stantial and will have to be made good before efficient production, 
and hence adequate consumption, is again possible. The third and/y 
final type of impairment to real capital resources will be the low 
level to which the real working capital of the economy— stocks of 
raw materials, goods-in-process, and finished goods of all kinds— is 
likely to have fallen by the time the war ends. Stocks of raw ma- 
terials and finished goods in an amount largely dictated by tech- 
nical considerations are a prerequisite to a high level -of output in 
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an economy. This problem was serious enough in Europe after the 
last war. Its magnitude will be much greater after the present con- 
flict. Hence it is the diminution^ o resources through 

outright destruction, through undermaintenance, and through the 
consumption of inventories, which reconstruction will seek to re- 
store. 

The means available to carry through the tremendous job of 
economic reconstruction after the war are three in number: gifts 
and reparations from abroad, loans from other countries, and th^^^^ 
resources and productivity of the country or territory needing re- 
construction. At the very outset of reconstruction, that is, immedi- 
ately after hostilities cease, the primary reliance will be upon out- 
right gifts from abroad because, at least in many areas, the local 
economies will be too disordered even to provide a minimum of 
food, clothing, and medical care. This is the phase of direct relief. 
The armed forces and'tJNRRA (United Nations Relief and Re- 
habilitation Association) have the responsibility for this stage of 
reconstruction. 

It is reconstruction beyond the phase of direct relief, however, 
that is our concern in the pages that follow.^ Here there must be a 
de ar recognition of the nature of the task as a problem of real 
capital accumulation: a restoration of real capital resources in or- 
der to raise the national output from the low levels that afford 
only a poverty standard of living to the population. The smallness 
of the national product will be a rough index of the deficiency gi 
productive facilities imposed by the war. 

Capital accumulation on a large scale for reconstruction raises 
the question of assistance from abroad in the form of loans and 
possibly reparations.^ Without loans from abroad the rate of capi- 
tal accumulation for reconstruction is limited by the level of na- 
tional income and its division between consumption and savings. 
Foreign borrowing allows capital accumulation for reconstruction 
to proceed more rapidly and/or with less restriction of consump- 
tion than is possible without it. Foreign borrowing can hasten and 
ease economic reconstruction. 


1 Reparations are at least as much a political and moral problem as an eco- 
nomic question. These are not sharply distinguishable to be sure but the fact 
should be kept in mind. 
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Borrowing abroad, however, raises the problem of repayment. 
And presumably there is a relationship between the repayment^ " 
problem and the kinds of real capital accumulation that reconstruc- 
tion will require. Consequently there is a connection between the 
basic economic characteristics of reconstruction as a task in real 
capital accumulation and the degree to which it is assisted by bor- 
rowing abroad. 

II 


Economic reconstruction will not be the only occasion for bor- 
rowing abroad to hasten real capital formation at the end of the 
war.^It is also anticipated in many quarters that there will be p' 
international lending and borrowing to push the industrialization 
and general economic development of regions ^h^^ low per 

capita productivity and standard of living. 

The ostensible object of economic development (including in- 
dustrialization) is to raise real incomes through improving the 
means of production at the disposal of the people. Like economic 
reconstruction it is, from one point of view, a deliberate program ) ^ 
of accelerated real capital accumulation. And again, as with re- 
construction, the process can be facilitated by foreign lending. A ; 
recent writer visualizes international investment for purposes of*' 
economic development in the following terms: ^ 


This flow of capital would undoubtedly take a variety of forms. Under 
favorable conditions, important amounts would go as direct investment 
by private firms of the lending countries for establishment of processing 
plants based on local raw materials, branch factories or assembly plants, 
distributing and technical service agencies, and the like. Other capital 
would be loaned to governments, to public development corporations, 
to private firms, or to mixed public-private corporations through the sale 
of securities in the financial markets of the advanced countries. Producers 
of equipment or their bankers would advance some capital to the newly 
developing countries in the form of long-credit terms, a process which 
might be facilitated by government funds, nationally or through an inter- 
national agency. Other capital, which might be a large fraction of the 
total in the unsettled years of transition following the war and in the 
initial stages of opening a new region to comprehensive development, 
would be advanced by national or international public agencies. 


2 Staley, Eugene, World Economic Development, Montreal, International La- 
, . . • l^ur Office, 1944, p. 36. 
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How much international investment of the sort described in the 
quotation is likely, appropriate, or necessary for the improvement 
of living standards in low-income areas is of course a large question. 

But economic development loans are not entirely a question of 
who puts up the funds or who provides the guarantees; it is as well 
the process and the result that the loans are intended to achieve. 
Broadly speaking, the basic reasons for the low per-capita produc- 
tivity in the underdeveloped areas are excessive population in re- 
lation to the land area and real capital available, and the low level 
of skills, proficiencies, and general knowledge possessed by the 
population at large. Making foreign available to 

* such countries is only one step towards improving their standards 
I of living. In between the provision of the foreign balances and the 
.attainment of higher standards of living factories must be built, 
■roads constructed, harbors dredged, and the whole face of the 
economy refashioned. 

The relation of these changes to the financial means by which 
they are achieved is perhaps not as simple and straightforward as 
might be supposed. This is especially true where there is foreign 
borrowing calling for repayment. Here again, as in borrowing for 
economic reconstruction, ther e is a connection bet ween the bor- 
rowing and the kinds of and amount of real capital acarmulation 
that economic development must assume if it is to raise real in- 
comesr’'" ' 

m 

As INDICATED in the table of contents, Part One of the study is an 
attempt to analyze the problems of economic reconstruction and 
industrialization in relation to foreign borrowing. In the main 
the emphasis in Part One is upon the borrowing country with only 
passing reference to the problems of the creditor nation. The dis- 
cussion begins in Chapter II with a brief analysis of the composi- 
tion of real capital in order that we may have some landmarks from 
which to survey the problems of reconstruction and economic de- 
.velopment. Since reconstruction and economic development are, 
ffrom one point of view, problems. of real capital accumulation, it 
I seems useful to examine the composition and certain other perti- 
nent characteristics of real capital resources. In this manner a 
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dearer recognition should emerge of the end result towards which 
capital accumulation for reconstruction and industrialization are 
presumably moving. Since capital depletion resulting from the war 
raises some special problems that reconstruction will have to cope 
with, the topic is considered in Chapter III. Chapters IV and V, 
respectively, examine some aspects of reconstruction and economic 
development as projects in capital accumulation. Chapter VI deals 
with the important question of the relation between real invest- 
ment for reconstruction and economic development, foreign bor- 
rowing, and the resulting effects upon the balance of payments 
position of the borrowing countries. Chapter VII offers some con- 
cluding observations on the subject matter of Part One. 

IV 

International borrowing has its iieverse aspect in international 
lending. And the lending has two phases. In the first the net out- 
flow of new investment abroad exceeds the return flow in payment 
of interest and principal. In the second phase the inflow of pay- 
ments on account of interest and principal exceeds gross new in- 
vestment abroad. 

Whereas Part One emphasizes the problems of foreign borrowing 
for reconstruction and economic development from the point of 
view of borrowing countries. Part Two considers the effect of both 
phases of capital export upon lending countries. In other words. 
Part Two concentrates upon the effects of foreign investment upon 
exports, imports, national income, and employment in the lending 
country. Here the discussion proceeds, however, not altogether on 
a strictly formal level but tries to examine these problems with 
special reference to the probable position of the United States in 
the postwar period. This approach seems warranted in view of the 
likelihood that the United States will be the prime creditor on 
capital account insofar as international lending and borrowing do 
occur and more or less regardless of the complicated banking and 
financial arrangements that may be established by the United 
Nations and their associates. International investment is scarcely 
an unexplored subject. Yet the nature of the postwar problem 
from the point of view of the United States seems to be imper- 


8 


INTRODUCTION 


fectly appreciated. Some fundamentals are in danger of being over- 
looked or given too little attention. In its crudest form this lack 
of understanding is manifest in the bland assumption that all the 
United States has to do after the war is to make large dollar sums 
available to the world at large and good-will and prosperity will 
pervade the earth. International investment is to be the Minversd 
passport to higher standards of living. In the pursuit of this laud- 
able objective, however, there seems on the one hand to be a disre- 
gard for what is actually involved in increasing productivity and 
standards of living through providing factories, machines, trans- 
portation, harbors, etc., with the assistance of foreign loans and, 
on the other, a tendency to overlook the rather special economic 
position of the United States in world affairs. The American prob- 
lem is far from being adequately solved by simply pointing to the 
policies and practices of creditor nations in times past. A host of 
differences exist and they must find expression in appropriate 
policy. 

The sequence of discussion and analysis in Part Two is as follows: 
Chapter VIII sketches briefly the unique position occupied by the 
United States in the international economy. Chapter IX examines 
the relation between foreign lending and exports and considers 
the effect of postwar foreign lending by the United States upon the 
domestic economy during the phase of net capital export. Chapter 
X speculates on the probable consequences for the American econ- 
omy of accepting the role of a mature creditor nation and thereby 
accepting imports in a volume commensurate with its previous 
investments abroad. Chapter XI considers the probable situation 
at the end of the war with respect to international balances and 
debtor-creditor relations between countries. The aim here is to gain 
some notion of the probable need for foreign borrowing, at least 
in the early years after the war. 

The final chapter tries to bring to a focus the basic economic 
issues which American foreign economic policy must somehow 
encompass. There are also some suggestions and admonitions con- 
cerning the general character that American economic policy in the 
international sphere might appropriately assume. Naturally enough, 
these suggestions follow along the lines that the analysis of the 
earlier chapters seems to have marked out. 
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SOME ASPECTS OF REAL 
CAPITAL RESOURCES AND 
THEIR COMPOSITION 



It WAS suggested in the previous chapter that, from an economic 
point of view, both reconstruction and economic development 
meant increasing total real cajpital resources. In reconstruction the 
task is perhaps largely to restore real capital resources that once « 
existed, so that production and consumption may again assume 
their prewar levels. In ecdnomic development, the ostensible aim 
is to raise production and consumption by increasing the amount;^: 
of real capital available to the economy. In both, however, thei 
essence of the program on the economic side is to increase total! 
real capital resources. 

Accordingly it seems appropriate to pause in the present chapter 
to examine certain essential facts concerning the composition and 
characteristics of real ^ excursus here will not 

carry us into highly theoretical discussions of the definition of 
‘‘capital'' or those other refinements in economics usually asso- 
ciated with the theory of capital. Our purpose indeed is mundane 
and humble. We wish to inquire of what real capital seems to 
consist, what types are relatively important in proportion to the 
total, and what characteristics of real capital seem to be most 
pertinent from the point of view of reconstruction and economic 
development with the assistance, perhaps, of foreign borrowings. 
The presentation is simple enough. Section i examines the com- 
position of real capital in an attempt to emphasize the relative 
importance of the different things that are usually lumped together 
in the phrase real capital. Section II deals with industrial capital 
in some detail. Section III draws these threads together into a form 
useful as a guide throughout the remaining chapters. 

9 
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¥% THE COMPONENTS OF NATIONAL CAPITAL 

{The real capital resources of any country at any moment represent 
; its inheritance from the past and an invaluable asset for the years 
I to come. It will consist of a bewildering congeries of things: of 
/railroads and highways, of harbors and docks, of houses and shops, 
of factories and their equipment, of stocks of raw materials and 
finished goods, of barns and chattels, of farm machinery and live 
stock, and of a host of other items too numerous to describe, cata- 
logue, or mention. But together with the size and efficiency of its 
labor force a country’s real capital affords its present citizens their 
means of living and well-being. But what does it consist of? What 
kinds of things with which we are all familiar are large and im- 
portant and what small and trivial? 

The composition of real capital resources and their aggregate 
amount in relation to population will undoubtedly vary from 
country to country.^ But this fact is drawn from common observa- 
tion rather than elaborate statistical compilations. There seem to 
be no comparable figures for a number of countries showing total 
real capital resources and their composition between one type and 
another. The best data relate to the United States which is not 
likely to require economic reconstruction or to be undertaking in- 
dustrialization schemes under forced draft after the war. The lack 
of data for other mature countries is surprising. 

The non-existence of comparable data for countries other than 
the United States, however, is, for several reasons, not as devastat- 
^^ing as might at first appear. In the first place one can probably 
I presuppose a reasonable similarity of pattern in the composition of 
I real capital resources between one industrial country and another.^ 
I Secondly, our interest in the composition of real capital resources 
I grows out of the problems of economic reconstruction and deliber- 
I ate industrialization. In other words, we want to know, in terms of 
I real capital resources, what it is that will require reconstruction in 
I the industrial countries and what is to be added to the others in the 

\ 1 Were this not true, of course, then all the talk about industrializing and 
developing backward areas would be rather pointless. 

2 The argument for this assumption is postponed until later in the chapt^^ 
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process of becoming industrialized. Comparative national figures 
would measure the magnitude of the task but not reveal its essen- 
tial character. It is for these reasons that an examination of the 
; quantity and composition of real capital resources in a highly in- 

dustrialized country like the United States is useful for our pur- 
poses. It should reveal what kinds of real capital are relatively 
important in a mature industrial economy and thus by inference 
shed light on the problems of reconstruction and planned economic 
development in this respect after the war. Let us therefore con- 
sider the real capital resources of the United States. 

j. Real Capital in the United States 

It seems useful to accept the classification of R. R. Doane who 
makes the broad distinction between ^'physical assets used for pro- 
; duction and “physical assets used primarily for consumption." ® 

, The former embraces real capital used in manufacturing, trans- 

I portation, mining, public utilities, agriculture, etc. In the latter 

I we have “public" or government capital and, of course, consumers* 

J capital as houses, furniture, and the like.^ According to Doane*s 

calculations when the figures are broken down according to this 
|i general classification we obtain about the following approximations 

I' of the relative importance of the different types. In reading the 

j table one should bear in mind that the absolute figures are less 

i significant than the ratios of the figures one to another as an index 

3 Doane, R. R., The Anatomy of American Wealthy New York, 1940. Much 
of what follows immediately has been aided by this study. The only compre- 
hensive official effort to catalogue the real capital resources of the United States 
appears to be that by the Federal Trade Commission, National Wealth and 
Income, Sen. Doc. 126, 69th Congress, 1st Sess., Washington, 1926. More recently 
the National Resources Committee endeavored to adjust these figures to give 
a picture for 1935; but in the main their figures stem from the earlier study. 
Cf. The Structure of the American Economy, Part I, Washington, 1939. 

4 It should not be assumed that it is easy to reach acceptable definitions for 
the proper division of various items between one category and another or 

I even whether a particular item should be included or omitted. For instance, 

I’ should one include roads and streets separately from the farms and apartment 

1 dwellings or should one assume that the values of the farms and houses already 

1 reflect the fact that the highways exist? These are bothersome problems in a 

; refined calculation but are not particularly serious where the objective is 

I merely to obtain a rough index of the relative importance of things as we are 

I tr)dng to do here. 
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of the relative importance of the different categories. Table I has 
been adapted from Doane.® 

Table I 

NATIONAL REAL CAPITAL RESOURCES OTHER THAN LAND 

IN U.SA. 

(In Billions of Current Dollars) 



ig 22 

mo 


'Physical Assets Used for Production 




Agriculture 




Farm Business Buildings 

5 

6 

4 

Farm Equipment Inch Livestock 

_8 

9 

_9 


13 

15 

13 

Industrial and Commercial 




Buildings 

20 

36 

34 

Equipment 

16 

24 

20 


36 

60 

54 

Railroads 




Buildings Inch Tracks 

12 

16 

13 

R. R. Equipment 

4 

5 

5 


16 

21 

18 

Utilities 




Buildings 

8 

14 

13 

Equipment 

A 

J. 

J7 


13 

22 

20 

Stocks of Goods, i.e., Not in Form for Final Con- 




sumption 


II 

11 

Total Used for Production 

92 

129 

_ 

All Buildings 

45 

72 

64 

Equipment 

33 

46 

41 

Stocks. 


II 

II 


92 

129 

116 


5 We have omitted land although Doane includes it by types in his tables. 
Ct op. cit., pp. 120 and 148. We also omit gold and silver coin and bullion and 
“ships and equipment of the U. S. Navy.” For 1922 total land value is set by 
Doane at |ii2 billion. 

The wisdom of omitting “land” from the calculations is perhaps debatable. 
Much that is classified as land is in reality the natural resource plus a lot of 
“improvements” that represent capital investment. A well-drained farm is 
something quite different from unbroken prairie land. And perhaps a good 
share of the total value of the land is traceable to such capital investments. 
But at this late date there is no way of separating the capital improvements 
from the “gift of nature.” Another reason why I have omitted them is that land 
improvements tend to be (relatively) permanent in character: they are not easily 
destroyed and their maintenance costs tend to be nominal. Hence in econondc 
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Physical Assets Used Primarily for Consumption 
Structures 

Farm Dwellings 

Non-Farm Residential Buildings 

Public Tax-Exempt Buildings 


Other 

Motor Vehicles 

Chattel Goods . 

Stocks of Goods in Final Form . . 
Total Used for Consumption. 

Recapitulation of All Physical Assets 
Structures 

For Production 

For Consumption 


Equipment 

For Production 

For Consumption . . 

Stocks 

In Unfinished Form 
In Finished Form . . 

Grand Total.. 


ig22 


6 

32 

_8 

46 

4 

40 

22 

112 


45 


46 


91 


33 

44 

77 

14 

204 


igjo 


7 

52 

81 


16 

162 


72 

Ji 

153 

46 

III 

II 

£6 

27 

291 


5 

44 

28 

77 


5 

39 

16 

137 


64 

J7 

141 


41 

44 




II 

16 

27 

253 


reconstruction problems they may tend to be of fairly minor importance. In 
industrialization and economic development projects, however, land improve- 
ments may be one of the most important objects of capital investment. After 
considering the problem of inclusion vs. exclusion of land it seemed to me 
better to omit it. 

Doane estimates (p. 147) that total land in the United States had a value 
in current prices of I131 billion divided as follows: 


^930 

$ Billion 

Land Used for Production 

Farm Land 35 

Ind. & Comm. Land 21 

R. R. Land 3 

Utilities Land 9 


62 

Land Used for Comfort 

Non-Farm Residential Land 56 

Tax-Exempt Land 13 


69 
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The table is self-explanatory but attention may be drawn to a 
few of the more significant relationships. Perhaps the most note- 
worthy fact is the very high proportion which buildings bear to 
the total. Among physical assets used for production in 1930 build- 
ings were I72 billion out of a total of $129 billion, or 56 per cent. 
In other words, of all physical assets (other than land) used for 
production more than one-half seems to consist of buildings and 
structures in which the productive activities are performed. From 
one point of view the '‘elements'' are expensive. It is also note- 
worthy that “equipment" among productive capital is only about 
one-third of the total (35 per cent in 1930). Lastly, the very high 
proportion that railroads and public utilities bear to total pro- 
ductive capital— almost one-third— and their high ratio to industrial 
and commercial assets combined is suggestive. 

Similar comments apply to physical assets used primarily for con- 
sumption. Buildings again account for a very high proportion of 
the total. The figure for chattels seems high, but on reflection may 
not be excessive since a highly developed, wealthy community has 
a vast accumulation of such things. 

As we shall have occasion to note in due course, some important 
conclusions seem to stem from these elementary facts concerning 
the composition of real capital. 

2 . Real Capital in Other Countries 

There are surprisingly few data on the size and composition of 
the real capital resources of countries other than the United States. 
And even for the United States the statistical material is doubtless 
of a much lower quality than for closely related concepts, for 
instance, national income.® The careful work expended on the 
latter has no parallel in the former. The consequence is, appar- 
ently, that one can only approach the problem of the size and 
composition of real capital resources in countries other than the 
United States inferentially: one has to employ deductive analysis 
and attempt to guess the probable parallelism between areas for 
which data are available and those for which information is lack- 

6 The problem is also much more complicated for many reasons. One has all 
the valuation problems of the usual sort and a number of special problems as 
well. 
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ing. This unsatisfactory procedure cannot be expected to yield more 
than rough approximations. But there appears to be no alternative. 

Some indication of the aggregate quantities of real capital avail- 
able in different parts of the world can be inferred from national 
income figures. National income differences are not of course a 
precise index of variations between countries in real capital avail- 
able. Yet one would expect real capital resources per head and 
national income per head to show a high positive correlation even 
though the knowledge, skill, health, and work efficiency of the 
people (and other factors) will also affect national income. Hence 
some rough measure of the real capital resources available in dif- 
ferent countries is provided by a comparison of national income 
figures. 

The following figures in Table II have been compiled by Mr. 
Colin Clark from a variety of sources. Their margin of error is not 
constant from country to country and they are subject to many 
qualifications. Yet notwithstanding these limitations Table II gives 
at least a rough index of the amount of real capital available in 
the different countries."^ 


Table II 

AVERAGE REAL INCOME PER HEAD IN INTERNATIONAL UNITS 
OVER PERIOD 1925-34 


U.S.A 

.. 1,381 

Czechoslovakia. . . . . . 

Canada 

• ■ U 337 

Greece 

New Zealand 

. . 1 , 202 

Finland 

Great Britain . . . 

.. 1,069 

Hungary 

Switzerland 

.. 1,018 

Japan 

Australia ....... 

980 

Poland 

Netherlands. . . . , 

■ ■ 855 

Latvia 

Eire 

.. 707 

Italy 

France 

. . 684 

Estonia 

Denmark 

. . 680 

Yugoslavia 

Sweden . 

653 

U.S.S.R.. 

Germany ....... 

646 

South Africa 

Belgium ........ 

600 

Bulgaria 

Norway. 

539 

Roumania 

Austria. 

.. SII 

Lithuania 


397 


353 


343 


320 


7 From Clark, Colin, The Conditions of Economic Progress, London, 1940, 
p. 41. Table 11 measures the national income of the several countries in ‘‘inter- 
national units" which is defined (pp. 40-41) as “the amount of goods and 
services which one dollar would purchase in the U.S.A. over the average of 
the period 1925-34 and data are reduced to this standard." 

Perhaps the most important qualification to be kept in mind in reading the 
jtable is that the differences noted fail to be an index of national “well-being” 
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If we assume that Mr. Clark’s compilations give at least a rough 
index of the material welfare of the people in the several countries 
and that low levels of national income suggest the insufficiencies of 
productive equipment— real productive capital— then one could 
certainly conclude that increasing the real capital available in 
these low income areas would be highly beneficial. Hence it is 
not surprising that many thoughtful persons are concerned with 
the progressive ‘‘industrialization” and “economic development” of 
low income areas as a major objective of the postwar world. There 
is no gainsaying the need or desirability of such programs. But the 
means for achieving the desired ends presents problems requiring 
analysis in subsequent pages. 

3 . Preponderance of Immovable Assets 

When one turns from the aggregate quantities of real capital in 
the several countries (and to which national income figures afford 
some clue) to the composition of that real capital between one 
form and another recent data seem to be almost non-existent. 

The probabilities are, however, that considerable similarity in 
the composition of real capital would be found to exist were the 
information available. Buildings and structures would be expected 
to bulk large in the total for any country.^ For less industrialized 
countries the ratio of “assets used primarily for consumption” to 
total real capital (other than land) might be expected to be rela- 
tively large because in most parts of the world housing and (some) 
furniture and personal belongings are indispensable even though 
standards of living are exceedingly low. Natural resources and the 
degree of their development would of course exert their influence 
upon the composition of real capital. Some countries might be 
expected to show a composition of real capital more like the state 
of Nevada and others more like Connecticut. In each case natural 
resources, climate, population, past historical development, etc., 

in a complete sense. No one would care to argue that the average Swede was 
less than half as well off as the average Canadian if he had observed life and 
living in the two countries. Too many incommensurables enter in to make 
any such judgment defensible. 

s In non-industrial countries such industrial capital as does exist would 
probably consist mostly of buildings; equipment would be comparatively unim- 
portant, one would suppose. 
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have conditioned the composition of real capital. But as to what 
that composition is in any precise sense little or no information 
of an overall sort is apparently available.® 


4, Relation of Real Capital to Foreign Borrowing After the War 

If it be true that in any country a large portion—perhaps 50 per 
cent or more—of the total real capital resources consist of buildings 
and structures, then it follows that economic reconstruction and 
development through foreign borrowing and lending operates 
within certain restrictions. 

9 For Japan we have a study of the composition of national wealth in 1930 
by Shiomi, S. (*‘On the National Wealth of Japan in the Year 1930,” Kyoto 
University Economic Review, Vol. IX (1934), pp. 16-32) from which I have 
strung together some sentences that appear on pp. 27, 29, and 30 to form the 
following: 

“Of the total amount of national wealth, land accounts for 37 per cent, and 
buildings for 21 per cent. These two items combined thus constitute 58 per 
cent of the total national wealth. . . . Buildings can be divided into dwellings 
and non-dwellings. The values of dwellings are very high, constituting ii per 
cent of the total amount of the national wealth and 19 per cent of that of 
private-owned property. . . . Furniture and household goods and chattels rank 
third in the size of their percentage to the total, as they constitute 11 per cent 
of the national wealth.” 

When we recall that these percentage figures include land in the total then 
the similarity with American figures is surprising. Whereas all buildings in 
U.S.A. were something less than 50 per cent of total wealth excluding land 
the corresponding Japanese figure seems to be about 33 per cent. Railroads and 
public utilities in U.S.A. seem to be about 15 per cent (1930) of all wealth 
excluding land whilst the corresponding Japanese figure is about 10 per cent. 
Further detailed comparisons do not appear possible. But one fact stands forth 
sharply: in both the U.S.A. and Japan buildings constitute a large fraction 
of total real capital resources used for production and consumption. 

Some information on the British situation with respect to National Capital 
will be found in Stamp, Sir Josiah, The National Capital and Other Statistical 
Studies, London, 1937. But I have not found it possible adequately to reconcile 
the results of the “multiplier” method there used with those of the American 
“inventory” method so that few comparisons would really be proper and 
meaningful. The tables on pp. 30-31 calculate buildings at a figure of about 
24 per cent of “net worth” in 1935. Also furniture and movable property are 
calculated at a figure about 31 per cent as large as buildings, or about 8 per 
cent of total net wealth. 

It is reported that for 1926-1927 the national wealth of Poland was estimated 
by an official study at approximately 137,500 zlotys of which 47 per cent was 
said to be agricultural property and 30 per cent industrial property. Wellisz, L. 
Foreign Capital in Poland, London, 1938, p. 175. 

^It is not indicated of what the other 23 per cent consisted. 
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On the reconstruction side much that will have been destroyed 
by the war will be buildings and structures which cannot by their 
very nature be either exported or imported. Foreign borrowing 
may make it easier for the reconstruction to take place. But direct 
reconstruction by means of the direct importation (on borrowed 
funds) of what has been destroyed will be physically impossible 
insofar as the depletion of real capi tab resources stemming from the 
war is the damage and destruction of immovables in the form of 
houses, apartments, factory buildings, bridges, harbors, railroads 
and public utiiitles.' ^ tlie“raw materials for the reconstruction 
of this type of capital good will not need to be imported from 
abroad since they consist largely of sand, gravel, cement, bricks, 
and timber which are nearly ubiquitous. To be sure some building 
timbers and structural steel might be imported but the cost of 
these will be trifling in comparison to the total cost of the struc- 
tures. It would seem to follow, therefore, that the assistance that 
loans can afford must largely be of an indirect sort rather than 
the direct replacement of what has been destroyed. It may be that 
what loans are provided will be largely in the nature of a “grub- 
stake,’' to borrow a term from American frontier history, and will 
be the means whereby the countries endeavoring to reconstruct 
will be able to devote more of their labor to real capital invest- 
ment (reconstruction) and repairs than would otherwise be possible. 
But in large measure the foreign borrowing will provide indirect 
rather than direct assistance. 

Similar considerations seem to apply with respect to foreign bor- 
rowing for purposes of industrial or economic development. What 
4^happens when an economy industrializes is that it comes to acquire 
(.more factories, mines, railroads, power plants, harbdr facilities, 
'navigable rivers through dredging, roads, and (now) perhaps air- 
fields. But to a marked degree the bringing of these capital assets 
into ‘existence means laying brick upon brick and moving tons of 
earth from one place to another. Because of what is involved in a 
simple, crude, physical sense in achieving industrialization and 
“economic development” there are obvious limits on the kind and 
amount of direct assistance that can be secured from abroad. The 
help that loans from abroad can supply is for the most part in- 
direct and restricted to certain segments of the whole process. It 
can scarcely ever be simple and direct. Without pausing here to 
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examine the process in any detail we may note in passing that in 
lai-ge measure what foreign borrowing does is to free some produc- 
tive resources from the necessity of providing for current consump- 
tion needs of the population. This is what we meant above by 
‘"grubstaking”: the lending country allows the borrowing country 
to consume much as before but at the same time to push recon- 
struction or industrial development. If there were no borrowing,:^ 
reconstruction and industrial development wpuld be limited tpl 
those productive resources which could be spared from supplying ;, 
current consumption needs. Borrowing increases the 'resources that 
can be spared. But it should be constantly borne in mind that/ 
"in the main, only home resources and domestic materials can di-‘ 
rectly effect the reconstruction or indusU'ializatiqn simply because# 
so much real capital is immovable in international trade, 

Indeed the whole tenor of the argument of the present section 
(Section I), emphasizing the importance of the results of construc- 
tion in total real capital resources, is borne out by the data show- 
ing the high proportion of construction activity in gross capital 
formation. Table III shows the relation between construction 
(by types) and other forms of gross capital formation in alternate 
years since 1929.^*^ The pre 1929 years show an even greater pre- 
ponderance of construction in the total. 


TableIII 

CONSTRUCTION AND GROSS CAPITAL FORMATION IN MILLIONS 
OF CURRENT DOLLARS * 




Producers' Goods 


Consum- 

Year 

Private 

Construe^ 

tion 

Public 

Construc- 

tion 

Total 

Construc- 

tion 

Equip- 

ment 

ers' 

Durable 

Goods 

1929 . . . 

.... 8,257 

2,411 

10,668 

7,326 

9,863 

1931 •• • 

...• 3,770 

.... I , 269 

2,577 

6.347 

4,203 

6,320 

1933 . . . 

1,216 

2,485 

2,099 

3,426 

1935 - •• 

2,048 

1,449 

2,038 

3,497 

4,032 

5,646 

1937 - • • 

.... 3,710 

5,748 

6,284 


1939 . •• 

. . . . 3,852 

2,515 

6,367 

5,382 

7,122 

1941 . . . 

.... 5,472 

5,884 

11,356 

14,490 

10,310 


^ Adapted from “Markets after the War” Sen. Doc. 40, ySth Congress, First 
Session, pp. 25-26. 


10 More detailed analyses have appeared in, Swryey of Current Business. See 
^so infra Table IX. 
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From many points of view the composition of total real capital- 
productive capital and consumption capital— is less important for 
our purposes than the composition and certain other characteristics 
of productive, i.e., industrial, capital resources. Let us therefore 
return to the main theme of the present chapter. 

11 . INDUSTRIAL REAL CAPITAL 

From the point of view of reconstruction and planned economic 
development industrial real capital in the broad sense is perhaps 
the most important portion of a nation's real capital resources. 
For it is largely the productive capital that affords the luxuries 
and necessities that make up the real income of a people. Although 
houses and industrial plant may represent an equal investment 
measured in original cost they would probably not claim the same 
priority in a rational program of reconstruction. 

But industrial capital subsumes a number of unlike things if 
one includes railroads and public utilities as we shall here. Fortu- 
nately its composition has been more carefully examined than 
consumers' capital and government capital, so that better data con- 
cerning it are available. But what pattern does it follow? What 
types of industrial capital represent a large share of the total? 

j. Pattern and Distribution of Total Industrial Capital in US,A, 

The percentage distribution of industrial capital in the United 
States for 1929 and 1934 is shown in Table IV. These are book 
value figures for corporations as compiled from United States Treas- 
ury data by Solomon Fabricant. They understate the importance 
of agriculture service and trade in the total because the non-cor- 
porate form of enterprise is common in these industries. Probably 
most of the difference between Doane's estimate of I129 billion 
and Fabricanfs figure of $118 billion is to be explained in this way. 

Possibly the most striking feature of the table , is the very high 
proportion of the total industrial capital represented by railroads 
and public utilities. We had already observed this fact in the more 
general analysis compiled by R. R. Doane. But even making some 
mental reservations for the doubtless more liberal valuations as- 
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Table IV 

BOOK VALUES OF CAPITAL ASSETS (LESS RESERVES) OF COR- 
PORATIONS BY INDUSTRIES AS A PER CENT OF THE TOTAL— 

1929 AND 193411 
(Current Prices) 


Industrial Group jg2g zgj4 

Agriculture and Related Industries 1.09 1.22 

Mining 6.24 5.68 

Manufacturing 

Food, and Tobacco 3.16 2.85 

Textiles 2.08 1.77 

Leather .23 .18 

Rubber .42 .38 

Lumber 1.48 1.22 

Paper 1.04 i.oo 

Printing and Publishing .78 .73 

Chemicals 5.16 5.00 

Stone, Clay, and Glass i . i ^ .07 

Metals 7.92 7.45 

Misc.Mfgr .64 .49 

Total Mfgr., 24.03 22.04 

Construction .75 .46 

Transportation and Other Public Utilities 44.40 48.45 

Trade 4.29 3.58 

Service 3.36 5.05 

Finance and Real Estate. 15 *57 13 -45 

Miscellaneous .06 .07 

Grand Total, Per Cent 100.00 100.00 


Grand Total, Millions of $ 


118,465.30 105,362.30 


signed to railroad and public utility assets, it is yet startling to 
find that they together were almost twice as large as the total cap- 
ital assets in all manufacturing. It would seem that an extremely 
high proportion of all productive capital assets is to be found in 
railroads and public utilities. They are costly. They are capital 

11 From Fabricant, S., Capital Consumption and Adjustment, New York, 
National Bureau of Economic Research, 1938, pp. 248-49. The original table 
gives the same information for the years 1926-1934 inclusive. The percentages 
are calculated from figures that exclude land and inventories. Figures for land 
(for 1934) in relation to other fixed assets prepared from Treasury data and 
rjearly comparable to the above are to be found in ibid., p. 271. 
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intensive. They represent perhaps 40 per cent of the total even in 
a highly industrialized country like the United States.^^ 

The table speaks for itself, but attention may be directed to a 
few relationships. It seems surprising that “Finance and Real 
Estate” are almost five times as large as “Food and Tobacco'* as a 
component of the total. Even with due allowance for non-corporate 
enterprise the capital investment in agriculture, construction, trade, 
and service seems surprisingly small. 

2. Real Capital in Manufacturing 

Although manufacturing as a whole is only about one-quarter of 
the total of all capital assets of a productive sort it is in many ways 
of special significance for some of our problems. For countries en- 
deavoring to industrialize their economies the encouragement of 
manufactures is often high up on the agenda. For this reason it is 
worth examining the composition of capital assets in manufactur- 
ing between the different industries in the United States in some 
detail. 

According to data prepared by Solomon Fabricant, total capital 
assets in manufacturing (at net book value) increased in the United 
States from 14,845.3 million in 1904 to $21,238 million in 1937.^® 
Table V shows the composition of this total between industries in 
dollars and (for 1937) in percentages. The other columns in Table 

V are included for purposes other than our immediate interest. 

Perhaps the most surprising relationship revealed by Table V 

is the high proportion of Petroleum Products and Iron and Steel 
Products to the total of all capital assets in manufacturing: almost 
one-third of the total of all manufacturing. Foods and textiles are 
also sizable. The smallness of tobacco and leather is more marked 

12 The 40 per cent figure is conservative. Fabricant writes {op. cit., p. 249), 
“But it is clear that almost half of the property, plant, and equipment of all 
American corporations was held by public utilities, a regulated industry. To 
gether with service and real estate this group accounted for almost 70 per 
cent of total corporate capital assets, leaving but 30 per cent in the remaining 
industries. Even if allowance is made for the property of unincorporated firms 
in the latter industries, the figure is striking.” 

13 Fabricant, Solomon, Employment in Manufacturing, New York, 

National Bureau of Economic Research, 1942, p. 257. The percentages in Table 

V have been compiled by the writer. Otherwise the table is as presented by 
Fabricant. 
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Table V 

MAJOR GROUPS OF MANUFACTURING INDUSTRIES 
(Net Book Value of Capital Assets, and Capital Assets per Wage Earner, 


1904 and 1937) 

Capital Assets 
(ExcL Land) 

, Net Book Value 


Capital Assets 
Per Cent {Excl. Land) 
oj Total per Wage Earner 


Foods 

Beverages 

Tobacco Products 

Textile Products 

Leather Products 

Rubber Products 

Paper Products 

Printing and Publishing .... 
Chemical and Coal Products 

Petroleum Products 

Stone, Clay and Glass Prod- 
ucts. 

Forest Products 

Iron and Steel Products. . . . 
Nonferrous-Metal Products. 

Electrical Machinery. 

Machinery, Other Than Elec- 
trical 

Automobiles, Inch Bodies 

and Parts 

Transportation Equipment 
Other Than Automobiles . 
Miscellaneous Products . . . . 


Total Manufacturing 4,845 .3 


1904 

m? 


1904 

m? 



{Unit: $1^000 poo) 


{Unit: $1) 



525-9 

2,269 

10.7 

1,465 

2,876 



299.2 

562 

2.6 

4,400 

6,535 



29.7 

84 

0.3 

187 

913 



740.4 

1,703 

8.0 

628 

929 



112.4 

142 

0.7 

423 

428 



26.4 

235 

1 .1 

600 

1,808 


'i 

204. 8 

1,272 

6.0 

1,638 

4,818 



223.0 

651 

3-0 

970 

1,844 



319-5 

1,415 

6.6 

2,075 

4,224 



65.2 

3,554 

16-7 

3,835 

42,819 

% 


270.6 

982 

4-7 

911 

2,976 



370-5 

1,142 

5-4 

489 

i,6ii 

1 

m 

759.6 

3,284 

15-5 

1,589 

3,442 

» 


201 .1 

537 

2.6 

1,059 

1 , 622 



50.7 

396 

1.9 

792 

1,282 

1 

t 

436.8 

1,128 

5-4 

1,002 

1 , 406 


1 







'f 

8.0 

982 

4.6 

667 

2,050 



141 .0 

434 

2.0 

705 

2,893 


f 

44 

60.4 

467 

2.2 

444 

2,123 

£ 

II 

I 

4 > 845-3 

21,238 

100.0 

937 

2,474 



than might have been expected. And one would not have antici- 
pated that in a highly industrialized country, such as the United 
States in 1937, that Forest Products, and Machinery Other Than 
Electrical, would be almost identical in size when measured by net 
book value of capital assets. Further study reveals other unexpected 
relationships. 

3. Capital Intensity and Its Variations in American Manufacturing 

It is commonplace in economics that there are marked variations 
between industries in the ''degree'of capital intensity/’ From one 
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point of view the degree of capital intensity is nothing but the 
relationship between annual value of product of the industry and 
the total capital investment committed to it. It is not to be con- 
fused with the proportion of the total capital investment in capital 
assets between one industry and another. The latter shows the 
relative importance of any particular industry as a component of 
total capital investment, for example, in manufacturing as a whole. 
The “degree of capital intensity,’* on the other hand, shows which 
industries use much capital equipment per unit of output. And 
since an industry could be highly capital intensive without neces- 
sarily being the repository of a total investment that is large rela- 
tive to the whole there is no reason to expect to find the one where 
we find the other. 

The relevance of the degree of capital intensity for reconstruc- 
tion and planned industrialization projects with the assistance of 
foreign borrowing is reasonably obvious. There will often be a 
choice between projects having (approximately) the same invest- 
ment cost but having widely differing values of annual product. 
If investment funds are limited, the wise policy, in the absence 
of special considerations, would be to undertake first those invest- 
ments having a high value of annual product relative to the invest- 
ment necessary to bring them into existence. And there are other 
reasons pertaining to the balance of payments problem that rein- 
force this judgment. 

Let us examine some American data pertaining to the degree 
of capital intensity. 

An oblique index of capital intensity is afforded by comparing 
industries by reference to the capital investment per wage earner, 
i.e., how much “capital” does each wage earner have with which 
to work. In Table V we observe some marked variations. In 1937 
the capital per wage earner was apparently about ten times as 
high for petroleum as for leather products. Beverages, paper prod- 
ucts, and chemical and coal products were also relatively high in 
the amount of capital utilized per wage earner. 

Since Table V uses broad classifications it undoubtedly conceals 
a number of wide variations within each manufacturing classifica- 
tion. 

Charles A. Bliss has presented some interesting data on this point 
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drawn from manufacturing in the state of Pennsylvania.^^ Table 
VI gives some indication of the wide variations that were found 
to prevail. For the Pennsylvania data analyzed the range for 1929 
among dominantly consumption goods was from 117,974 for gaso- 
line to $563 for women’s clothing. The median was 14,039. The 
corresponding median for dominantly capital goods was $6,445, 
with a range from $19,658 for pig iron to $3,511 for steel castings. 

Bliss was also able to examine pertinent data for manufacturing 
for Massachusetts which allowed a comparison between capital in- 
vestment and sales, i.e., between total investment and the value of 
the annual product sold.^® Without reproducing here the specific 
figures we may note Bliss’ generalization which runs as follows: 

Among the industrial groups with relatively high ratios of capital to 
sales are petroleum and coke, stone, clay, and glass, machinery, rubber, 
and lumber and paper products. The ratio is low in foods where, as we 
have seen, raw material is the principal item in cost. It is low in the 
leather and textile groups where the labor and material costs are high. 
There is considerable variation, however, within each group, . . . 

It is when one turns from manufacturing to railroads and public 
utilities, however, that capital intensity appears in an extreme 
form. Though these are facts of common knowledge it is useful 
to place them in perspective. 

As an average for all manufacturing in Massachusetts in 1928 
total capital employed (not merely capital assets) was 92 per cent 
of the value of the product. In other words, on the average it took 
an investment of 92 cents to produce one dollar of product value. 

Consider now railroads and public utilities by contrast. Accord- 
ing to the United States Treasury department the net capital assets 
in 1939 of 106 railroad corporations (net income corporations and 
no net income corporations combined) were $18.8 billion. In the 
same year gross receipts from operations were $3.69 billion. Thus, 
for each $1 of gross revenue there was an investment in net capital 
assets of $5.1. In the same year for net income corporations only 

14 Bliss, Charles A., The Structure of Manufacturing Production, New York, 
National Bureau of Economic Research, 1939, pp. 109-110. Bliss gives figures 
for more industries than I have included in Table VI. 

15 Ibid,, pp. 98 ff. Value of product sold is not precisely the sanie as value 
of product since there might be investment or disinvestment of inventories. 
^ 16 /fizU^ pp. 98-99. 
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Table VI 

CAPITAL INVESTMENT PER WAGE EARNER, PENNSYLVANIA, 

1929 


Dominantly Consumption Goods 

Gasoline $17,974 

Ice, Manufactured 16, 92a 

Oils 15^025 

Chocolate and Cocoa Products 13,061 

Beverages 12,105 

Ice Cream 10,533 

Clothing, Men’s ' 900 

Cigars 851 

Clothing, Women’s 563 

Dominantly Capital Goods 

Pig Iron $19,658 

Coke 15^027 

Cement 13,920 

Bars, Iron and Steel 10,026 

Billets, Blooms and Slabs 9^B54 

Engines, Railroad 9 , 034 

Glass and Products 3 , 660 

Plumber Supplies and Fittings 3 , 537 

Structural Iron and Steel 3 , 537 

Castings, Iron and Steel 


(i.e., omitting the unprofitable enterprises) the corresponding figure 
for communications enterprises was I2.75 and '‘other” public utili- 
ties $4.97.^^ 

There is thus more than one sense in which the raikoads and 
public utilities are “key” industries. Here we have capital intensity 
with a vengeance. 

4. Real Capital: Inventories 

In considering industrial real capital resources one must recog- 
, nize that they by no means all take the form of “capital assets” 
such as buildings, machinery, and the like. There are also inven- 
tories. And from the point of view of the economy as a whole and 
its efficient operation these are equally a permanent and indis- 
pensable investment with more durable assets. Manufacturing ma- 

17 From Bliss, op. cit., pp. 109-110. 

18 U. S. Tre^smy, Statistics of Income for Part 11 , pp. 33-34. 
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chinery is useless without raw materials to feed into it: shops and 
showcases are worthless without merchandise to sell. Hence inven- 
tories constitute an important segment of total productive real 
capital resources. 

The size of inventories in comparison with other productive 
assets is roughly suggested by Table I. Here we observe that in 
1930 total inventories (stocks) were |ii billion in unfinished form 
and $16 billion in finished form, i.e., about 9.2 per cent of total 
assets other than land of all kinds ($291 billion), or approximately 
124 per cent of productive capital ($129 billion).^^ 

Possibly a more relevant comparison to suggest the importance 
of inventories is to relate them to plant and equipment. On this 
basis the ratio in 1930 is 27 to 118, or almost 23 per cent. But 
since where both are measured in dollars the annual changes in 
inventories will be large relative to the annual changes in plant 
and equipment it is doubtful if the ratio for any one year means 
very much. 

It is in manufacturing and trade, of course, rather than in min- 
ing, agriculture, railroads, and public utilities that inventories are 
of major importance. In 1930, for example, inventories in manu- 
facturing and trade accounted for I20 billion out of the total of 
$27 billion. But even here there are marked differences between 
the several branches. In tobacco, textiles, and leather inventories 
seem to be relatively large. In machinery, cutlery, and bread-mak- 
ing they are apparently small.^® 

The detailed analysis of inventories, however, is of doubtful 
usefulness for our purposes for several reasons. In the first place, 
they are highly variable in value (rather than physical) terms from 
year to year, so that no annual figure is particularly significant. 
Secondly, there are substantial deviations between different 
branches of the same industry, so that only a very detailed analysis 
would be of much usefulness. Finally, there are marked geograph- 

19 So far as I can determine Doane classifies stocks of goods into two parts: 
used for production and used primarily for consumption. But used for con- 
sumption as applied to stock does not mean in the hands of consumers. Rather 
it means in finished form and held by business firms. In no other way can I 
harmonize what appears in Doane, 0^. di., pp, 120, 148 with what appears 
on p. 235. Stocks of consumption goods held by consumers are presumably 
included under chattels. 

„ 20 See Bliss, o|?. d^., p. 224. 
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ical dijBEerences in practice between one part of the country and 
another and probably even greater differences between one country 
and another. Credit practices, the availability of transport, habit 
and custom, and often style factors are probably much more im- 
portant than technical considerations in determining inventory 
practices. Consequently there is little reason to expect any great 
similarity of pattern from one country to another. 

j. American Data and Productive Capital Elsewhere 

The foregoing relates almost exclusively to the composition and 
characteristics of industrial real capital in the United States. Yet 
it is possible by making a few not unreasonable assumptions to 
draw some inferences concerning industrial capital in other coun- 
tries. 

The industrial pattern and composition of real capital of any 
country should theoretically be the consequence of the joint opera- 
tion of three factors. First, the trade and commercial policy of the 
country. Second, the relative prices of the factors of production. 
Third, the technical requirements of the industrial processes them- 
selves. 

As to trade policy one might expect it to show its whole effects 
through altering the relative prices of the factors of production 
and hence it could be properly subsumed under the second factor. 
Yet the competitive process is probably not sufficiently rapid and 
smooth in its operation that one can assume that the sheltering 
of an industry from foreign competition through protective tariffs, 
for example, will quickly spread its effects upon factor prices and 
earnings throughout the whole economy. Consequently one might 
properly regard the pattern of industrial production and the com- 
position of productive real capital in any country at any point 
in time as the consequence of whatever trade policy has been in 
operation currently and in times past. 

As between relative factor prices and technical requirements as 
the major determinant of a country's industrial pattern, it is not 
easy to choose. The relative prices of productive factors reflect 
their abundance or scarcity in relation to one another and in rela- 
tion to the demand (uses) for them. If labor is plentiful and cap- 
ital scarce, labor will be (relatively) cheap and capital (relatively) 
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dear. And so with land and raw materials and all the many varieties 
of labor capacity and capital instruments. In general, specific prod- 
ucts will be produced by those factors of production in those pro- 
portions which have the lowest cost. Thus, if there are marked 
differences in the relative prices of the productive factors one would 
expect marked differences in the degree of “capital intensity” in 
particular industries between one country and another and, conse- 
quently, significant deviations between the composition of total 
industrial capital between one country and another. 

The degree to which each country will substitute inexpensive 
factors of production for relatively more costly factors, however, is 
subject to the limiting factor of the technical substitutional possi- 
bilities actually available. The technical requirements set the limits 
within which it is possible or feasible to obtain the same result by 
alternative factor combinations. Furthermore, if one method of 
production is vastly superior to all others it will probably be used 
more or less regardless of the combination of cheap and costly 
production factors which it imposes. 

The consequence is that the industrial pattern of different coun- 
tries is likely to be determined, apart from trade policy, on the 
one hand by relative factor prices and, on the other, by the tech- 
nical substitutional possibilities. Which of these last two is likely 
to dominate in the sense that it is the more nearly crucial considera- 
tion probably cannot be answered in general terms. The answer 
doubtless varies greatly from industry to industry. In agriculture 
one would suppose that relative factor prices were the prime de- 
terminant. Yet in the chemical or steel industry, or in railroading 
or electric power, one would suppose that technical requirements 
very nearly fixed the combination. And one might even guess that 
these were likely to be the prime causal factor at work in most 
manufacturing industries. 

If one presupposes a tendency towards a general similarity of 
pattern with respect to the distribution of real capital resources 
between industries in the major industrial countries, he is essen- 
tially contending that technical considerations exert greater in- 
fluence than, say, the cheapness of labor in relation to capital, or 
the trade policy imposed by the government.^! In the main the 

21 An alternative formulation would be that if in railroads, public utilities, 
^nd manufacturing technical factors dominate then the whole pattern would 
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writer is inclined to believe this to be true. The technical superior- 
ity of one process over another is probably more important in 
shaping the manner in which the production of given products is 
carried on in industrialized countries than the comparatively 
smaller differences between factor prices. In other words, the same 
industries are likely to use much the same techniques in Germany, 
France, Great Britain and the United States because those tech- 
niques have a large margin of superiority over alternative methods. 
The technical considerations outweigh the differences in factor 
prices. Of course where the differences in relative factor prices are 
quite large, they can overbalance such technical considerations and 
dictate a radically different combination of the factors as the more 
“economical.’' Thus Germany and England, for example, might 
be expected to conduct an industry with much the same combina- 
tion of productive agents; but not the United States and China 
where relative factor prices differ greatly. 

Apropros of this problem we have an interesting comparison by 
L. Rostas of the structure of manufacturing production in Great 
Britain, Germany and the United States.^^ Table VII presents the 
comparison in terms of net output and employment. While the 
parallelism is far from perfect, the divergencies are less than might 
have been supposed: the contribution of different industries to 
net output is surprisingly similar. But we need to be careful in 
using these figures as an oblique index of the proportionate dis- 
tribution of real capital between industries. Mr. Rostas* figures 
relate to the relative importance of different industries as con- 
tributors to net output and as sources of employment: the composi- 
tion of total real capital resources as between industries need not 
necessarily show the same percentage distribution. If the degree of 
capital intensity varied significantly in the several industries the 
composition of total real capital would vary too. Nevertheless, Mr. 
Rostas* figures indicate a rough similarity in the composition of 
industrial output in the three countries. If technical factors play a 
large role in the production process (as already argued) then pos- 
tend to be similar between industrial countries because these three constitute 
so much of the whole of industrial capital investment: these, in the main, are 
the industries where industrial capital is to be found. 

22 Rostas, L., '‘Industrial Production, Productivity and Distribution in Britain, 
Germany, and the United Stncs/* Ecmomic journaly April, 1943, pp. 39-54. 
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sibly the proportionate distribution of real capital between Indus- 
tries may not vary so markedly in the three countries. 

Table VII 

THE STRUCTURE OF MANUFACTURING PRODUCTION 

(Proportionate Importance of Different Branches of Industry in Total 
Output and Employment — ^Percentages) 

Net Output Employment 


U.K. Ger- jj g U.K. Ger- u.S.A. 


— Jf f - 

^ 93 S 193^ 1935 1937 1935 193^ 1935 ^937 

Iron and Steel 9.9 16.5 11.2 13.6 10.6 16. i 12.2 13.6 

Engineering, Ship- 
building and Vehi- 
cles , 21.0 21.4 18.3 21.3 21.4 19.4 16. 1 18.4 

Non-Ferrous Metal. 2.5 2.4 3.1 3.4 2.4 1.8 3.0 3.2 

Chemicals 7.4 9.9 9.8 9.5 3.8 5.0 5.2 4.9 

Textiles 13.3 ii.o 8.0., 7.2 20.5 15.2 15. i 13.4 

Clothing 6.9 4.0 7.7 6.3 10.4 5.6 II. 5 10.5 

Leather 0.9 i.o 1.4 i.i 0.9 1.5 1.5 1.4 

Rubber 1.2 i.o 1.7 1.5 i.i 0.9 1.6 1.5 

Clay and Stone 4.5 6.7 3.2 3.5 4.8 9.5 3.2 3.5 

Timber 3.2 4.0 4.7 5.0 3.8 . 6.1 8.0 8.1 

Paper and Printing. 9.5 5.7 11.8 10. < 7.9 6.4 7.C 7.2 

Food, Drink and To- 
bacco 17.0 14.0 16.5 14.6 10. 1 10.2 12.3 II. 4 

Miscellaneous 25 ... . 2.5 2.4 2.6 2.5 2.4 2.3 2.8 2.9 

Total Factory — 

Trades 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


6, Summary 

It is almost gTatuitous to attempt to summarize what is itself 
summary in character. Yet a few of the threads spun in this rather 
lengthy section may be drawn together in conclusion. 

We have noted that productive real capital, at least in the United 
States, is heavily weighted with railroads and public utilities. To- 
gether these two industries account for perhaps 40-50 per cent of 
the whole, even after all reasonable allowances. They are also al- 
most twice as large as the whole of manufacturing as a repository 

23 Computed from Censuses of Production data. German and American data 
were regTouped to cover British Categories. 

24 Based on number of operatives. 

^ 25 Includes scientific instruments, games, toys, sport requisites, etc. 
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I of industrial capital investment By contrast agriculture and con- 

} struction represent almost a negligible component. 

The composition of industrial capital in manufacturing reveals 
I the proportionately heavy investment in metals and chemicals and 

i the relatively small investment in leather products and rubber 

^ products. The more detailed breakdown of manufacturing in Table 

!' V cannot be adequately summarized here. 

We have also observed significant differences in the degree of 
capital intensity (technically the ratio between capital investment 
I and annual value of product) between the several categories that 

li constitute the whole of industrial real capital. On the average it 

j| is higher for capital goods, other than construction, than for con- 

I sumers’ goods. But some consumers' goods also require large 

I amounts of capital in relation to labor employed or to value of 

product; for example, manufactured ice, chocolate and cocoa prod- 
ucts, and beverages. Among the capital goods industries pig iron, 
coke, cement, and iron and steel bars seem to require much 
I capital investment per wage earner. Yet it is in railroads and public 

i utilities that we find capital intensity most marked. Roughly speak- 

I ing, the degree of capital intensity in railroading is about five times 

as great as that in manufacturing considered as a whole. 

^ An effort to guess the probable composition of industrial capital 

in countries other than the United States and, by the same token, 
the comparable degree of capital intensity in essentially the same 
; industries is fraught with real difficulties. The prime determinants 

on an analytical plane would appear to be past and present trade 
policy, relative prices of the factors of production, and the tech- 
nical requirements imposed by the productive processes them- 
selves. Some reasons were adduced for expecting that in railroads, 
public utilities, and perhaps much manufacturing technical re- 
quirements were likely to override the influence of relative factor 
: prices in fixing the methods of production employed and, hence, 

- the composition of industrial capital. At least this appears reason- 

! able as between one industrial country and another, if not between 

industrial and non-industrial countries. But since railroads, public 
utilities, and manufacturing bulk large in the total of industrial 
j capital in the United States, and since these are the industries in 

I which technical requirements are likely to override relative factor 

11 '"' 
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prices, the inference is not unwarranted that the composition of 
industrial (productive) capital equipment is likely to be reasonably 
similar between one industrial country and another. Some em- 
pirical confirmation of this reasoning is to be found in a compari- 
son of the composition of industrial output in Great Britain, Ger- 
many and the United States. 
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WAR AND CAPITAL DEPLE- 
TION 


I. INTRODUCTION 

Because modern war impairs productive resources and weakens 
their effective organization it is likely to lower real incomes and 
standards of living. The damage to human productive resources is 
the persons killed, maimed, or incapacitated for peaceful pursuits. 
And from any ethical or moral point of view this shattering of 
human lives is almost the only consequence that matters. But war 
also is likely to reduce the ripn-human resources available for pro- 
duction. Factories are destroyed. Bridges Se blown up. Power 
plants are dynamited. And real capital goods that are not phys- 
ically destroyed are likely to fall into a state of disrepair and under- 
maintenance because there are not sufficient materials and man- 
power to maintain them and wage total war at the same time. 
Finally, on the side of production, the modern economy is likely 
to suffer damage during the war to the complicated system of 
interrelationships that characterizes its working parts. Hence real 
incomes are likely to be lower after the war because the war will 
have reduced real productive resources and because it will have 
damaged the effectiveness with which they are integrated for the 
production of goods and services for human use. 

In the present chapter we wish to consider the toll of war in 
terms of the depletion of real capital resources. In Chapter II we 
have seen something of the composition and characteristics of real 
capital resources which, in conjunction with human labor and 
ingenuity, are the source of that flow of goods and services that 
constitutes real income. We wish to consider how real capital as a 
productive resource is affected by modern war. 

Although their relative importance will vary widely from area 
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to area, the capital depletion resulting from the war is likely to 
take three principal forms. First, capitaljdepletion will be large 
and widespread simply because existing capital resources will have 
been undermaintained during the war. Maintenance, repair, and 
replacement are an inexorable requirement for the continued use- 
fulness of most real capital resources. In a modern war much of 
this is likely to go unattended. 

there is that special form of undermaintenance that con- l, 
sists in the consumption of real working capital resources through 
the using up of inventories and stocks. As we have noted in the 
previous chapter, inventories and stocks under non-war conditions 
are an important component of the total capital stock. Many of 
these tend to be consumed and not replaced in a war economy. 

Third, capital depletion, at least in certain areas, will take the 
form of outright physical destruction and damage through bomb- 
ing and shellfire. Closely analogous is dismantlement and physical 
removal by theft to enemy territory. We shall combine capital 
depletion from dismantlement and theft along with that from 
bombing and shellfire under the heading of capital depletion from 
enemy action. 

In large measure, the amount and kind of capital depletion in 
any country will fix the framework within which the steps towards 
rehabilitation and economic reconstruction must move after the 
war. Impaired capital resources means restricted production and 
diminished welfare. Consequently before turning to economic re- 
construction let us first examine one of its main conditioning 
factors—wartime capital depletion. 

11. THE UNDERMAINTENANCE OF DURABLE 
REAL CAPITAL 

Depletion of real capital resources through undermaintenance has 
doubtless occurred on a large scale during the present war. It is 
common knowledge nowadays that one means of mobilizing re- 
sources for total war is to ‘‘consume” capital equipment by not 
providing its normal complement of repairs and maintenance. 
Where a country is extremely hard pressed, only those facilities 
which contribute to the war effort in a fairly direct way are likely 
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to be maintained in good working order. Even here, however, 
skimping, as for instance in railroads, is likely to occur. But in the 
main either deliberate policy or the harsh exigencies o£ the situa- 
tion in the form of manpower and material shortages are likely to 
restrict wartime capital maintenance to war production facilities 
and ancillary industries. The remainder is likely to be undermain- 
tained, though of course with marked differences of degree among 
the belligerents. 

j. The Causal Factors at Work 

The extent of undermaintenance of real capital in any country 
at the end of the war is likely to be the resultant of three principal 
factors. First, ^and doubtless most important, will be how hard 
pressed the country was by the requirements of war and over how 
long a time. The United States, for example, would be better off 
on both counts here than, say, Germany, Great Britain, or Russia. 
A second^ factor will be how much real capital the country had 
before it got into the war. A country with little real capital needs 
to spend very little on maintaining it at any time; and, therefore, 
the war may not have occasioned much undermaintenance. Poor 
agricultural countries may not suffer much undermaintenance of 
their sparse real capital simply because there is so little of it and 
so little is required to maintain it. Third, and lastly, the degree of 
undermaintenance will be affected by tSe ^particular composition 
of real capital. Of two countries having the same real capital per 
head and subject to the same war ‘‘pressure'' the undermainte- 
nance will be the greater in the one having the larger fraction of 
its total capital resources in a form requiring high annual outlays 
for repairs and maintenance. Agricultural capital, for example, 
doubtless requires much less annual attention than specialized in- 
dustrial plant and equipment. 

While one can thus distinguish the probable determinants of the 
degree of undermaintenance of real capital in general terms, there 
is no way in which to measure the inherited undermaintenance of 
real capital in specific countries or areas by a priori reasoning. 
Only an actual survey on the ground will be of much use here. 

Because detailed specific information on capital depletion 
through undermaintenance in particular countries is now unascer- 
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tainable we are forced to resort to inferential analysis. Let us there- 
fore consider some of the pertinent facts concerning capital de- 
pletion and capital maintenance in the American economy in the 
prewar period. We will then have some plane of reference from 
which to draw rough guesses concerning the form and significance 
of undermaintenance resulting from the war in other countries. 


2. Capital Maintenance in Relation to National Income 

One way to gauge undermaintenance of real capital is to note 
the size and form of capital maintenance under non-war conditions. 

The size and importance of capital maintenance can be meas- 
ured by comparing it with gross national product. Dr. Simon S. 
Kuznets has prepared some estimates which indicate that for the 
United States about lo-ii per cent of the gross national product 
is required for the replacement of capital consumed in the produc- 
tion of the national income. For^ fairly long periods where year-to- 
year oscillations do not distort the net result the constancy of this 
percentage is remarkable, perhaps even a little suspicious. Table 
VIII shows the figures relating replacement to gross national prod- 
uct and to national income for the United States for seven dif- 
ferent periods. 

Table VIII 

GROSS AND NET CAPITAL FORMATION, U.S.A. 

(In Billions: 1929 Prices 

Replace- Replace- 
Cap. ment ment 
Gross Net for Per Cent as 

Gross Cap. Cap. Replace- of Gross Per Cent 

NaCl Nafl For- For- ment NaCl of NatH 


Period Product Income motion motion 4 minus 5 Prod. Income 

(I) (2) 0) {4) is) i 6 ) {7) { 8 ) 

1879-1888 17.3 15.2 3-9 1-8 2.1 12 13 

1899-1908 36,5 32.4 8.2 4.1 4.1 II 12 

1904-1913 43.7 38.7 9*8 4-8 5-0 II 12 

1914-1923.. ^.8 53-8 13-2 6.3 6.9 10 12 

1919-1928 76.7 68.6 15.0 6,9 8.1 10 II 

1924-1933... 82.3 73.3 13.2 4.2 9.0 10 12 

1929-1938 80.3 71. 1 10,8 1.6 9.2 II 12 


The division of gross capital formation in various decades be- 
tween producers’ durable goods, construction, net changes in in- 

lAs reported in The Review of Economic Statistics, May, 1943, p- 165. Per- 
centages calculated by the writer. 
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ventories, and net changes in claims against foreign countries is 
interesting in the present context and also in relation to the argu- 
ment of the previous chapter. Table IX shows these percentages 
for the same decades used in Table VIII. The persistently high 
fraction for construction despite its downward trend over the years 
is especially noteworthy. 


T A B L E I X 

COMPONENTS OF GROSS CAPITAL FORMATION, U.S.A. 
(In Percentages: 1929 Prices 


Period 

Gross Capital 
Formation 
{Millions of 
Dollars) 

Producers' 

Durable 

(Gross) 

All 

Construc- 

tion 

(Gross) 

Net Flow 
to 

Inven- 

tories 

Net Changes 
in Claims 
Against 
Foreign 
Countries 

1879-1888. 

.... 3,897 

19-3 

68.7 

+ 13-7 

-1.7 

1899-1908. 

. ... 8,207 

.... 9,785 

22.7 

71-3 

+ 7-2 

— 1.2 

1904-1913, 

22.8 

70-3 

+ 7-8 

-0.9 

1914-1923. 

... 13,219 

28.6 

45.4 

+13-0 

+ 12.9 

1919-1928. 

... 15,011 

31-7 

55-1 

~1”8 .0 

+ 5-1 

1924-1933- 

... 13,199 

. . . 10,827 

34-8 

64.6 

- 2-3 

■T2 . 9 

1929-1938. 

41.5 

56.9 

—0.6 

+2.2 

How far these estimated ratios for the United States 

are typical 


for other countries is difficult to say. For countries with an essen- 
tially similar industrial pattern and at about the same stage of 
development one would scarcely expect wide deviations in the pro- 
portion of gross national product necessary to maintain real capital. 
The marked stability in the percentages for the United States (as 
calculated from Kuznets’ figures) over long intervals having quite 
varying economic characteristics strengthens this presumption. 
Hence the proportion of gross national product ordinarily required 
for capital maintenance in the United States, say, 10 per cent, may 
be roughly similar to that required in Germany, France, Great 
Britain, Belgium, Sweden, and perhaps the Netherlands.® 

2 From Kuznets, S., “Uses of National Income in Peace and War/' National 
Bureau of Economic Research, Occasional Paper No. 6, New York, 1942, p. 33. 

3 “The wear and tear of industrial plant and equipment in the United 
Kingdom in 1934 seems to have been about 5 per cent of the value of industrial 
goods produced, but considerable sums have, of course, to be set aside for 
obsolescence in addition to what is provided to cover physical wear and tear, 
so that the total replacement of plant, over a long period, would bear a con- 
siderably higher ratio to the value of output than this.” Brown, A. J., 
trialization and World Trade, London, Royal Institute of International Affairs, 
1943, p. 38. 
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undermaintenance 

As between industrialized countries and non-industrialized coun- 
tries it seems difficult to formulate any strong presumptions in 
favor of either a larger or smaller ratio. It would be surprising, 
however, if the ratio were larger for agricultural countries.^ 

Even if one were to know, however, that, say, lo per cent of 
gross national product were required in most countries for capital 
maintenance one could not thereby estimate the wartime accumu- 
lated undermaintenance of real capital. At least two other diffi- 
culties remain. In the first place one would have no way of know- 
ing to what degree the required lo per cent maintenance would 
in fact have been performed during the war. Certainly one-third 
would be almost an absolute minimum even for a hard-pressed 
warring nation; and one-half to two- thirds would be a more reason- 
able guess. On this basis accumulated undermaintenance in five 
years of war might amount to about 15-25 per cent of average gross 
national product.® But there is a second difficulty. Much capital 
maintenance is of a sort to which the old adage ‘'a stitch in time 
saves nine’' is applicable. Consequently the longer undermainte- 
nance is allowed to run the greater the investment necessary to 
return capital equipment to good working order. But there ap- 
pears to be no way of allowing for this fact in any quantitative 
manner. We can only be sure that insofar as it applies it will in- 
crease total undermaintenance rather than diminish it. 

Let us now turn from the question of the size of capital mainte- 

4>“Less industrialization” means less industry (as opposed to agriculture, 
forestry, fishing, etc.) by definition. And since industrial capital bears higher 
depreciation rates than agricultural, consumers’, and government capital this 
would imply that capital maintenance would be a smaller ratio of national 
product in non-industrialized countries. But against this we have the fact that 
railroads and public utilities take heavy annual maintenance charges and these 
may bulk large in total real capital in non-industrial countries. I know of no 
means by which one can guess the net result of these opposing factors. 

5 With the qualification of course that undermaintenance would not apply 
to what had been physically destroyed. It is possible to estimate the ratio of 
domestic disinvestment to net national income (at factor cost) for Great Britain 
and Germany for the years 1940-1942 from certain computations recently pub- 
lished by H. W. Singer (‘'The Sources of War Finance in the German War 
EconojxiY/' The Review of Economic Studies, Summer, 1943, pp. 106-114, at p. 
113). According to the figures there given, for Germany, the percentages were 
194 o ™6.6 per cent; 1941—7.8 per cent; 1942—7.3 per cent. For Great Britain 
the corresponding percentages were 5.0, 7.4, and 8.5. There is doubtless some 
margin of error here but it is unlikely to be so great as to render the figures 
useless. 
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nance in relation to gross national product to the matter of the 
components of normal capital depletion. Let us consider, in other 
words, what forms capital depletion assumes. 

3 , The Components of Capital Maintenance 

According to Solomon Fabricant capital consumption in the 
years 1929 and 1932 in the United States was divided between 
Business Capital, Government Capital and Consumers’ Capital in 
the amounts shown in Table X.® 

Table X 

CAPITAL CONSUMPTION IN MILLIONS OF DOLLARS ^ 


ig2g igs2 

Business Capital 

Depreciation 6,164 4,675 

Depletion 595 281 


Depreciation and Depletion 6 , 759 4 , 956 

Repairs and Maintenance (Public Utilities) 2,413 1,210 

Developt. Costs Charged to Current Expenses (Mining) 321 107 

Provision for Fire and Marine Losses 223 168 


Total 9,716 6,441 

Government Capital 

Depreciation 602 548 

Repairs and Maintenance (Highways and Sewers). . . . 597 595 

Total 1,199 I >143 

Consumers’ Capital 

Depreciation (Residences) 2 , 484 1,826 

Depreciation (Automobiles) 2,625 1,761 

Total 5,109 3,587 


Grand Total 16,025 11,171 


From Table X it would appear that in the United States business 
capital accounted for about 60 per cent of total capital consump- 
tion for the years indicated. In 1929, but not in 1932, repairs and 
maintenance on public utilities were about equal to depreciation 
on residences. And inspection of the estimates for other years (not 

^Capital Consumption and Adjustment, p. 171. He presents figures for the 
years 1919-1935 in the table cited. 

7 From Fabricant, op. cit., p. 171. 
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included in our table) shows a close correspondence between these 
two except in the depression years. Repairs and maintenance ex- 
penditures by public utilities declined after 1930 relative to esti- 
mated depreciation on dwellings. 

If the American ratios are approximately typical of highly de- 
veloped industrial economies, then one would infer that, insofar 
as undermaintenance of real capital will be a result of the war, 
perhaps some 50-60 per cent of this undermaintenance will be in 
business or industrial capital.® The rest will be undermaintenance 
of government assets and consumers* capital.® 

To recapitulate: Depreciation of industrial capital and repairs 
and maintenance to public utilities seem to be about three-fifths 
of total capital consumption; and if we add depreciation on resi- 
dences we account for about three-quarters, or 75 per cent, of the 
whole. Repairs and maintenance to public utilities and deprecia- 
tion on residences, indeed, seem to be about equal in size. 

American data are available showing the estimated rates of de- 
preciation applied to different types of industrial capital and to 
the several forms of government and consumers* capital. As would 
be expected, these are not identical for all industries. Given these 
rates and the proportions of total real capital in the respective 
industries one could, perhaps, arrive at some exceedingly rough 
measures of accumulated undermaintenance of real capital as a 
result of the war and where it could be expected to be relatively 
large. But the speculative nature of the whole technique scarcely 
makes it worth the candle. Let us therefore be content with a few 
simple facts concerning depreciation and depletion more as rough 
benchmarks than anything else. 

For manufacturing as a whole in the United States the ratio of 
depreciation and depletion to net capital assets seems to run about 
7 per cent. The dispersion about this (weighted) average is not 

8 It might well be higher than this percentage for other countries because 
the American figures include such a large chunk for depreciation of automo- 
biles. 

9 The undermaintenance of industrial capital is of course far more signifi- 
cant for the problems of reconstruction and rehabilitation than the undermainte- 
nance of government capital and consumers’ capital. The undermaintenance of 
dwellings, for example, is less restrictive for the revival of national output 
than the poor condition of the steel mills or the railroads. A leaky roof is 
annoying and uncomfortable. But the rusting away of the saw-mill equipment 
wjbiich makes the shingles is more serious for all concerned. 
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marked, tiiough in the individual industries the variations from 
one year to the next are considerable. In 1929, the range in manu- 
facturing was from 9.6 per cent in chemicals to 5.2 per cent in 
paper. In 1934, it was from 9.2 per cent in chemicals to 5.4 in 
lumber, stone, clay, and glass products. The ratio is high in con- 
struction (8.6 per cent in 1934) and low in railroads and public 
utilities (1.9 per cent in 1934) where repairs and maintenance bulk 
large instead.^^ 

4, Summary 

There will be marked differences between the warring nations 
after the war in the degree to which real capital depletion will 
take the form of undermaintenance. Under non-war conditions 
capital maintenance may take as much as 10 per cent of gross na- 
tional product in industrial countries and perhaps somewhat less 
in non-industrial countries. Perhaps at least one-half of this amount, 
i.e., 5 per cent of gross national product, would have to be spent 
on maintenance even in a strict war economy. But the situation is 
likely to be spotty as between one type of real capital and another 
and of course highly variable between countries. Some industrial 
capital directly engaged in war production will probably have been 
well maintained. But other industrial capital facilities will have 
been badly neglected because of shortages of materials and supplies. 
In the industrial sector perhaps railroads and public utilities are 
the most likely to be undeirmaintained by peacetime standards.^^ 

The American data suggest that about 60 per cent of all capital 
consumption occurs in “business” (i.e., industrial) capital with the 
remainder in government and consumers' capital. Perhaps in all 
countries consumers' and government capital are likely to have 
been neglected more than industrial capital, for obvious reasons. 

10 See Fabricant, op. cit., p. 34. Repair and maintenance expenditures for 
public utilities and goveimment capital (highways and sewers) seem to have 
been about % billion in U,S.A. in 1929. Ibid., pp. 170-171. It is important to 
bear in mind also that these are not included by Kuznets in gross capital 
formation. He has stated that “the total maintenance and repair bill, as distinct 
from depreciation and depletion charges, might amount in prosperous years to 
between 5 and 7 per cent of the national income.” Occasional Paper No. 6, p. 
18 n. 

.11 In a special report on the European transport situation prepared for the 
Brussels Financial Conference in 1920 figures were presented showing the 
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If one assumes that, at the worst, industrial capital has been on 
the average 6o per cent maintained and that government and con- 
sumers' capital have been only one-third maintained then under- 
maintenance would be accumulating at the rate of about 5 per 
cent of gross national product. On this basis a five-year war would 
mean a large accumulated deficit. 

III. CAPITAL DEPLETION THROUGH ENEMY 
ACTION 

The extent of the damage wrought by bombing and military opera- 
tions generally cannot be known until the end of the war.^^ Yet 
notwithstanding this fact we can get some inkling of its probable 
character from facts already available. Capital depletion through « 
enemy action will take two forms: first, the systematic dismantle- 
ment and theft of certain types of real capital; second, the physical 
destruction of real capital through the actual waging of the war. 

Let us consider these in turn. 

percentage of railroad rolling stock fit for service. The percentages ran as 
follows: 

Locomotives Wagons 


Austria 63 67 

Baltic Countries ‘‘situation chaotic.” 

Bulgaria 37 5 ^ 

Czechoslovakia 62 88 

Greece 7 ® 

Hungary .....27 7 ^ 

Poland 70 90 

Roumania 29 57 

Russia 15 

Yugoslavia “heavy repairs awaiting re- 

opening of repair shops.” 


As reported in League of Nations, Europe's Overseas Needs, ipip-ip20, and 
How They Were Met, Geneva, 1943, p. 8. In the two years 1919-20, the United 
States exported to Europe 1,039 steam locomotives and 34,717 freight cars as 
against 3 locomotives and no cars in 1913. J&id., p. 16. 

12 It might be more logical to consider the consumption of real working 
capital assets before touching upon depletion through enemy action. But be- 
cause military operations are most likely to affect durable assets it seems pref- 
erable to use the present sequence. 
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I, Theft and Exploitation 

The age-old practice of plundering occupied territory has been 
reduced by the Nazis to a science with carefully trained prac- 
titioners. The removal of capital goods to enemy territory was not 
unknown in World War xhe objectives of German exploita- 
tion of occupied territory in the present war, however, have been 
more carefully conceived and more ruthlessly pursued than in 
1914-18. Occupied territories have been carefully analyzed for the 
contribution they might make to the German war potential. And, 
at least in the earlier part of the war, there was the further ob- 
jective of eliminating certain industries from occupied territory 
altogether. The plan was broad in scope and envisioned the reor- 
# ganization of European industry and commerce to the greater 
power and glory of the Reich. Hence in the present war the dis- 
mantlement of capital equipment and its removal to Germany was 
not guided simply by the immediate gains in Germany’s war po- 
tential. Yet as the war has continued Germany has probably been 
able to devote fewer and fewer resources to these longer-run objec- 
tives; her acute manpower shortage and her later military reverses 
must have reduced them to a minor place. 

No reliable estimates of the magnitude of the diminution of real 
capital resources from plunder and theft probably exist. Yet its 
general character can almost be inferred from facts of common 
knowledge. 

In the first place, inventories of raw materials and finished goods, 
live stock, trucks and automobiles, light machinery, railroad roll- 
ing stock, chattels, art treasures, and the like are the types of real 

18 We read, for example, that “Machinery and installations were requisitioned 
on a large scale for utilization by German industries, and from 1917 whole 
industrial plants were either transferred or scrapped. In Belgium, 106 plants 
were registered for this procedure in the second half of 1917 alone, and that 
number was increased considerably in 1918. In Poland, the equipment of cer- 
tain branches of the cotton industry was taken away and transferred to Ger- 
many. In many instances plants in the occupied territories were reduced to 
bare skeletons.” Grebler, Leo, and Winkler, Wilhelm, The Cost of the World 
War to Germany and to Austria-Hungary, New Haven, Conn., 1940, p. 75. There 
has been a flood of literature on the topic since the present war. Most of the 
references will be found in Munk, Frank, The Legacy of Nazism, New York, 
1943 - 
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capital resources that lend themselves most easily to removal and 
theft. A railroad embankment cannot be stolen by even the most 
scientific thievery. Similarly highways, buildings, and structures 
generally cost more to dismantle than the proceeds are worth. 
Consequently the diminution in real capital resources in occupied 
territory through physical removal to Germany will probably be 
confined to easily removable items having considerable value in 
relation to their bulk. While these losses are serious enough, they 
do not constitute a large share of total capital resources and their 
replacement is less difficult than the heavy types of capital equip- 
ment. 

Secondly, it must be borne in mind that European industry 
outside of Germany has been geared into the German war machine 
and that to this extent the Germans have had a direct incentive 
to keep some plant and equipment in good working order and 
supplied with materials. It is unlikely that as Europe is occupied 
by conquering armies that the retreating German armies will have 
had time systematically to remove machines and raw materials from 
these plants. There may be time enough to demolish them of 
course. Yet the greatest thefts are likely to be from plants in those 
industries which could not be converted to German war needs and 
which have therefore stood idle since the occupation. These have 
apparently been stripped of parts and scarce metals wherever pos- 
sible. Certain branches of the textile trades and consumers’ goods 
of the luxury type are probably cases in point. 

No trustworthy estimates of the importance of dismantlement 
and theft as a causal factor in real capital diminution can be 
compiled until the war terminates. Certainly it is likely to vary 
widely from country to country and from region to region. Per- 
haps in the aggregate it will be more important than physical de- 
struction from military operations. Yet without more accurate in- 
formation than is currently available even an informed guess is 
quite impossible. 

2, Physical Destruction in World War I 

The ultimate damage and destruction to real capital in the pres- 
ent war from military operations will doubtless exceed that of 
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World Wax I. Yet it is useful to note some few figures alleged to 
describe the physical destruction in 1914-1918. 

Mr. Bernard M. Baruch, in reference to France, said that had it 
been American territory, ‘‘there would have been devastated prac- 
tically all of our manufacturing country north of Washington and 
east of Pittsburgh.” But this is probably an exaggeration.^^ 

Belgium in 1921 included in its “recoverable budget,” i.e., what 
it hoped to receive from Germany in reparations, about 2.75 billion 
paper francs. In 1922 the comparable figure was roughly 2.75 
billions.^® Some of the more interesting components of the 1921 
recoverable budget were, in round figures, as follows: 

Millions 
of Paper 
Belgian 
Francs 


Annuity to Reimburse Communes for War Losses. . . 26.2 

Agricultural Reconstruction 130 . 8 

Roads 50.0 

Forts and Coast 50 *0 

Railroads, Marine, Ports, and Telegraphs 568.0 

War Damages 618.0 

Office of Devastated Regions (Reconstruction and 
Miscellaneous) 620 . o 


The high proportion of the total recoverable budget, about 23 
per cent, occasioned by repairs to roads, ports, and public utilities 
is worth noting. If “war damages” only includes property damage, 
and not such items as lost income to the citizens, then the restora- 
tion of real capital assets for Belgium amounted to almost one-half 
of the total costs of reconstruction included in the recoverable 
budget in 1921. And the bulk of this seemed to be in the capital 
intensive industries. 

The French claims for property damage as turned into the 

As reported in World Peace Foundation, Vol. V, No. 1, Reparation, Part 
I, “Damage and Payments,” Boston, Mass., 1922, pp. 23-24. 

There seem to be no reliable overall figures for the property damage result- 
ing from World War I, although I have not made an exhaustive search. All 
the estimates seem to get smaller as time passes. But since most of the com- 
putations seem to have been made as basis for filing claims one would scarcely 
expect a tendency to underestimate, 
p. 28. 
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Reparation Commission seem to have been about 130.5 billions of 
French paper francs, mainly constituted as follows: 

Millions 
of Paper 


Francs 

Indus tri al Property 38,882 

Buildings Property. 36,892 

Personal Property 25,119 

Unimproved Property 21,671 


The rough equivalence between damage to buildings and damage 
to industrial property is interesting. Personal property damage 
seems to have been about two-thirds of the damage to buildings. 
Total industrial property damage, assuming the figures to be re- 
liable in their relation to one another if somewhat less trustworthy 
in their absolute amounts, appears to have been about 60 per cent 
of the damage to buildings and personal property combined. 

The point that stands out from these fragmentary data is of 
course the very high proportion of the damage that consisted of 
damage to buildings, personal property and heavy fixed capital 
investments such as railroads, telegraphs, and, presumably, other 
public utilities. 

An alternative approach in trying to guess the probable damage 
resulting from bombing, artillery and the accompanying fires is to 
assume that the results would be not unlike those caused by a 
serious earthquake. Measured by their effect upon real property 
in the damaged area, major earthquakes and modern bombing and 
concentrated shellfire are quantitatively perhaps much alike. 

The authorities on earthquakes seem to be agreed that the pub- 
lic’s conception of the damage caused by even serious quakes is 
grossly exaggerated. For obvious reasons the most dramatic forms 
of the havoc claim attention while the undamaged, or only slightly 
affected, areas are apt to be forgotten. John R. Freeman ventures 
the opinion after an apparently careful examination of the evi- 
dence that for earthquakes the ratio of property damage to total 
“sound value” of property in the quake area will not exceed 5 
per cent.^^ If serious fires break out, however, and they cannot be 

17 World Peace Foundation, VoL VI, No. 4, “Reparation, Part IV, Proposals 
for Settlement,” Boston, Mass., 1923, p. 221. 

18 Freeman, John R., Earthquake Da?nage and Earthquake Insurance, New 
York, 1932, p. 622. He adds, p. 624, that the 5 per cent ratio allows a consider- 
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brought under control, e.g., San Francisco, 1906, then the total loss 
from fire and earthquake alike in the burned area may run close 
to 100 per cent. At least Freeman writes “that within the burned 
area in San Francisco the direct earthquake damage as a whole did 
not exceed 5 per cent of the total damage in the burned area.” 
The badly burned area of course tends to be something consider- 
ably smaller than that heavily bombed or shelled. 

Estimates such as these are far from satisfactory to be sure. Yet 
they may roughly indicate the nature and amount of the damage 
to be anticipated in urban areas from bombing and shellfire. 

5 . Unreliability of Early Estimates 

The paragraphs immediately preceding fall far short of answer- 
ing the question of how much capital destruction is to be expected 
from direct military activity during \he present war.^® No accurate 
calculation will be possible until the war is over. Yet two points 
of importance are worth noting. 

First, there is a strong likelihood that, as with the earthquakes, 
the extent and degree of total damage will be seriously overesti- 
mated by excessive preoccupation with those regions where the 
destruction has been very heavy. The plain physical fact probably 
is that it is almost impossible, even with the techniques of modern 
warfare, to destroy physically more than a small fraction of the 
total real capital resources of a nation.^^ 

able safety factor to the insurance company. This study is not confined to 
American experience. In dollar terms the estimated loss from the San Francisco 
earthquake and fire was estimated at $300,000,000. But the total assessed value 
of improvements and personal property in 1905-06 was only slightly more than 
two-thirds of this figure. Ibid., p. 317. The Japanese earthquake is said to have 
entailed total damage of 2.75 billions of U. S. dollars (p. 458). 

19 Ibid., p. 623. 

20 For what the information may be worth it is reported that in World War 
IX in Great Britain the amount paid out by the War Damage Commission up 
to about the end of 1942, i.e., after the first period of heavy air bombings, was 
£86,500,000. See Magazine, December 26, 1942, p. 872. 

21 The following from Hauser, Ernest O., “Resurrection of a City y Saturday 
Evening October 21, 1944, p. 27, concerning Cherbourg is interesting. 

. they found that destruction had been less extensive than it could have 
been. The port had been demolished, to be sure, and the arsenal, on which 
the majority of Cherbourg’s working population depended for its livelihood, 
was a pile of rubble. The wooded hill under Fort du Roule, where the Ger- 
mans had held out to the last, had been denuded of all its trees by the heavy 
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Secondly, where destruction by warfare and military occupation 
has occurred the greatest proportion of the total will consist of 
damage to buildings and personal property. This is not surprising 
really. For, as we endeavored to point out in an earlier chapter, a 
large fraction of a nation’s total real capital resources consists in 
these very items. 

To venture even a rough guess as to the total destruction occa- 
sioned by direct military operations is to wander into uncertainties 
with almost no guideposts. The total figure in money terms will 
doubtless be astoundingly large. In percentage terms the destruc- 
tion from explosives and resulting fires might range from perhaps 
1 per cent in lightly bombed areas to possibly as high as 20-30 per 
cent or higher (e.g., Cassino) in heavily attacked or defended cities 
and towns. Since the bulk of the damage will be confined to urban 
areas where structures are nearly contiguous the physical destruc- 
tion as a proportion of total real capital assets for any one country 
as a whole is difficult even to guess at. Yet, in the writer’s judgment, 
it would be surprising if in most instances the net damage in a 
country as a whole exceeded 5-7 per cent of the total.^^ 

The Integral Character of Real Capital Resources 

Any such figure as 5-7 per cent (which may well be too low) is 
likely to be misleading, however, if one assumes that the signifi- 
cance of the total diminution in the real capital resources available 
is measured thereby. The fact is that the real capital goods in any 
region have a structural relationship in their component parts. 
What has been destroyed does not leave the productivity or use- 
fulness of what remains wholly unaffected. If the port facilities of 
Hamburg have* been reduced to rubble the usefulness of undam- 

shellfire and looked as naked as a singed chicken. Bombs had torn gashes in 
walls and holes in streets; tangled wires were hanging from the housetops. 
Many roofs had been torn down, and some houses had caved in altogether. 
Yet, most of the shops and dwellings still stood. Cherbourg was still a city; it 
was not beyond repair."' 

22 Where time and resources allowed a thorough application of the “scorched 
earth" policy the percentages suggested above may well be much too low. In 
rural areas where most of the buildings are of wooden construction complete 
destruction by deliberate fire is comparatively simple. The reports from Russia 
seem to indicate that some such plan was there followed by the German armies. 
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aged factories and equipment in middle Germany will almost cer- 
tainly be impaired. Similarly if Berlin no longer “exists” in a mean- 
ingful economic sense then the productive capacity of German in- 
dustry as a whole is adversely affected. In other words, what re- 
mains physically undamaged from military operations almost in- 
evitably has its productivity reduced, perhaps seriously reduced, 
by the fact that military operations have destroyed capital equip- 
ment elsewhere. The real capital resources of a region or a nation 
are closely interrelated: they are not separable like grains of wheat. 
Indeed the strategy of bombing raids appears to be based largely 
on this principle: destroy “vital” production facilities so that the 
usefulness of the remainder is sharply curtailed. 

The consequence is that, even if the physical destruction from 
military operations could be accurately known as a percentage of 
total real capital resources, one would have to allow also for the 
diminished productivity of the capital resources left physically in- 
tact. For problems of postwar productivity and national income, 
and hence savings and investment, these indirect consequences are 
doubtless the most important economic result of the capital de- 
struction from military activity. The percentage of total capital 
facilities rendered useless may not be large; yet the diminution of 
national productivity may be serious because of the previous or- 
ganic relationship between the capital equipment which remains 
and that which has been destroyed.^s 

28 The principle of dispersion of military goods production facilities seems 
to be based upon this very consideration. In both Great Britain and Germany 
the location of industrial production facilities since the war has been much 
influenced by the necessity of maintaining production at high levels even if 
heavy air bombing should occur. But of course, even in a war, a country can- 
not completely relocate its industrial plant and equipment: much, perhaps 
most, of it will be in a closely knit geographical pattern reflecting normal 
economic considerations. 

In this connection the following is interesting: 

“In reference to the recuperative powers of the German aircraft industry, 
which necessitates continually increasing Allied attack to bring about its de- 
struction, the statement explained that the Nazi industry is organized ‘in a 
system of complexes, each composed of a final assembly plant and of com- 
ponent parts factories which feed their products into that plant for assembly 
into completed planes.' 

“Each complex is not only self-sustaining, but its personnel and equipment 
are interchangeable with qther complexes. If one complex is bombed out sur- 
viving workers are switched to another plant; equipment is juggled and plants 
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IV. THE DEPLETION OF REAL WORKING 
CAPITAL 

The disappearance of real working capital resources—essentially 
raw materials— will probably be the most serious immediate ob- 
stacle to a revival of output when the fighting ceases. Physical de- 
struction, theft, and undermaintenance of course will damage pro- 
ductive capacity. But the shortages of raw materials and supplies 
are likely to be so great that much of the plant and equipment 
that is usable will remain idle. 

For Europe, which is normally dependent upon the rest of the 
world for many raw materials (cotton, wool, rubber, hemp, etc.) 
and some foodstuffs and feedstuffs, the virtual severance of its im- 
ports must ultimately mean the reduction of stocks of imported 
raw materials to a tiny fraction of that required for effective peace- 
time production. As for domestically produced raw materials and 
supplies the situation, though likely to be better, will be far from 
satisfactory. Here of course much depends upon what happens after 
collapse or unconditional surrender. If transportation breaks down 
or hoarding occurs on a large scale, the aggregate supply picture 
may be little better for domestic products than for imported goods.^^ 
Finally, it was frequently asserted that Germany would collapse, if 
at all, because of insufficient supplies and materials. If so, the real 
working capital resources of the Continent will have been ex- 
hausted before the war ends. Hence the armistice may reveal real 
working capital resources acutely deficient. 

It is common knowledge that after World War I the shortages 
of raw materials and foods were a major barrier to the revival of 
industrial production. The shortages of real working capital re- 
sources surely will be even more acute after the present war. The 
food problem, though serious, may not be perilous in view of the 
rise of food production on the continent of Europe.^® But raw 

are either rebuilt or set up in new locations.” (New York Times, March 29, 
1944, p. 11.) 

24 For example, after World War I, railroad traffic was hampered not only 
by worn-out rolling stock but by coal shortages as well. 

25 Cf. Bennett, M. K., “Food for Post-War Europe: How Much and What,” 
Food Research Institute War-Peace Pamphlets No. 5, Stanford University, 
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material shortages are likely to be even more serious than after 
World War I and they will hamper industrial production in the 
same manner. For all accounts of the occupation of Europe by the 
German armies emphasize the speed and thoroughness with which 
stocks of materials were seized and removed to Germany. More- 
over, in contrast to the last war, the occupied territory has been 
almost the whole of Europe; the Netherlands, Denmark, and Nor- 
way will not again be areas from which supplies of materials can 
be drawn for reconstruction. Finally, the magnitude of the present 
war measured by its consumption of supplies and materials far 
exceeds that of World War I. The only countervailing factor of 
any consequence has been the development of substitute materials. 
But even substitutes have to be made from something. 

In conclusion, we perhaps do well to note the summary com- 
ments upon real working capital resources after World War I 
written by the League of Nations secretariat: 

Smooth production requires considerable stocks of raw materials and 
semi-manufactured goods at successive points in the chain of production 
to absorb irregularities in supply or consumption. Such stocks were more, 
rather than less, necessary in the immediate post-war years when supply 
and transport were often interrupted by lack of coal, lack of trucks, 
labour disputes, etc. But stocks had, in fact, been exhausted during 
the war when overseas supplies were cut off by blockade and by lack of 
shipping, ... 

California, passim. . . the prospective food-and-feed imports of Conti- 
nental Europe from all sources may run as high as 15-18 million metric tons 
in the first postwar year, as compared with about 20 million tons in prewar 
years. An enormous increase from the current low wartime level of around 
2 million tons seems reasonably in prospect. So large an increase is conceivable 
partly as the natural aftermath of the conclusion of war and the removal of 
blockade, partly as the result of relief activities, especially of occupying armies, 
American lend-lease, and UNRRA. The imports of grain for food, notably of 
wheat, seem likely to exceed prewar imports, and so may imports of dried 
legumes and possibly sugar. Animal products of which the Continent was a 
net exporter before the war, may be imported net though on a very small scale. 
Imports of rice, oilseeds, oil cake, edible oils, coffee, tea, cacao beans, fruits, 
and feed grains seem likely to fall well below prewar imports. Food seems 
likely to constitute a larger proportion of the imports, feed a smaller propor- 
tion, than was true in prewar years.” p. 92. 

In 1919, imports of foodstuffs into Europe were about 10 per cent higher 
than in 1913 though the need was not fulfilled. See League of ’Nations, Europe's 
Overseas Needs, ipip-igao, and How They Were Met, Geneva, 1943, p. 16. 
p. 7. 
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Hence until deficiencies of real working capital have been made 
good production and standards of living are likely to drag along 
at low levels. 

V. SUMMARY AND CONCLUSIONS ON WAR AND 
CAPITAL DEPLETION 

The present chapter has endeavored to describe the three forms 
of real capital depletion that the war is likely to impose: under-^ 
maintenance of durable assets, damage and destruction from enemy 
' action, and consumption of real working capital. The relative im- 
portance of these three will undoubtedly vary widely from country 
to country. Yet it is not useless to try to guess a kind of upper limit 
for each. We suggested, for example, that undermaintenance as a 
whole would be unlikely to be greater than one-half, or, alterna- 
tively expressed, probably is not accumulating more rapidly than at 
a rate of 5 per cent of gross annual product.^^ Undermaintenance 
has probably been less in industrial capital than in government and 
consumers' capital. But in the industrial sector railroads and public 
utilities have perhaps been less well maintained than other types. 
Hence if real capital has been only half maintained, on the aver- 
age, the undermaintenance will not be evenly spread over the 
different types. 

Capital depletion from enemy action will be highly uneven be- 
tween countries. Dismantlement and theft have doubtless occurred 
in numerous sections but these will necessarily be confined to cap- 
ital items that are capable of being removed. Bombing and shell- 
fire on the other hand will do their greatest damage to buildings 
and structures. Among these, dwellings and government assets 
(bridges, harbors, etc.) will constitute a large fraction of the total 
damage and destruction. But all told it is doubtful if the total 
damage is likely to exceed that caused by major earthquakes where 
5 per cent seems to be a reasonable estimate. In some areas, e.g., 
Ruhr, Berlin, this 5 per cent may be too small an estimate. 

27The rate of undermaintenance was undoubtedly less in the earlier war 
years. But in Germany, for example, it has probably been higher in the later 
years. One-half seems not too unreasonable for the whole war period as an 
outside limit. 
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Real working capital assets will be severely depleted when the 
war ends. But it is impossible to say by how much. Here there will 
be wide differences from country to country and as between one 
raw material and another. 

No one can now know by how much capital depletion is likely 
to diminish output after the present war. But it will be more than 
trifling. And it must not be forgotten that what one must expect 
is not an equal percentage reduction in all types of real capital in 
all areas but rather a highly irregular diminution that will reduce 
the effectiveness in production of what is reasonably intact. This 
irregularity combined with the various disruptive factors that will 
prevent the easy operation of the economy in its specialized parts 
—transportation and communication difficulties, civil disorders, the 
severance of trade connections, demobilization, etc.— cannot be ex- 
pected to have other than an adverse effect upon output. The net 
effect of capital depletion and related difficulties upon industrial 
production after the last war is shown by the following table pre- 
pared by the League of Nations.^® 


Table XI 


INDICES OF INDUSTRIAL PRODUCTION AND MINING 
IN CERTAIN EUROPEAN COUNTRIES 
(1928 ~ 100) 


France 

1919 

45 

Italy 

58 

Belgium 


Germany 

37 

Czechoslovakia 

58 

Austria 

34 

Total Continental Europe. . 

• 47 


1920 

1921 

1923 

1925 

49 

43 

69 

84 

59 

61 

72 

92 

54 

47 

70 

75 

54 

65 

46 

81 

53 

69 

71 

78 

41 

54 

69 

84 

56 

59 

63 

83 


It is not alleged, of course, that the low levels of industrial pro- 
duction in 1919 and 1920 are ascribable entirely to real capital 
depletion. But it seems undeniable that it played a dominant part. 

The discussion in the present chapter has run in terms of capital 
depletion, its causes and forms. We have said nothing of the capital 
accretions in the form of new plant and equipment that have un- 

p. 8. 
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doubtedly occurred abroad as they have in the United States. Inso- 
far as these are convertible to peacetime uses they will serve to 
offset capital depletion in other directions. But, at least in the 
United States, the possibilities of converting war-plant facilities 
to peacetime production seem to grow less optimistic as time passes. 
A similar situation may prevail abroad. 

Like all wars the present struggle has occasioned technical ad- 
vances on a wide front.^® From one point of view these may be 
much more important in an appraisal of the difficulties of economic 
reconstruction than the depletion of capital inheritance. But they 
are now largely an unknown factor applied to a peacetime economy. 
We can only be sure that they will make the tasks somewhat easier. 
They must not be overlooked. But they are now impossible to 
assess. 

29 At least this is the usually expressed view. It has been pointed out, how- 
ever, that war tends to concentrate scientific and technical ability along highly 
specific lines while research in other directions stands still so that there is an 
accumulated lag when the war ends. This last may be more important than is 
commonly supposed. The net effect of the war upon technical knowledge having 
a peacetime usefulness may be a highly mixed affair. 




SOME ECONOMIC ASPECTS 
OF REHABILITATION AND 
RECONSTRUCTION 


I. INTRODUCTION 

Economic rehabilitation is only incidentally a problem of money 
expenditure. It will not be a lack of domestic money funds which 
will handicap governments, business enterprises, and private citi- 
zens in restoring economic productivity. On the contrary, domestic 
money balances are likely to be so plentiful that inflation will be 
an acute danger. The significant deficiencies will be of quite an- 
other sort: deficiencies of food and raw materials, of factories in 
good working order, of machinery, and of various kinds of pro- 
ductive equipment. 

Economic rehabilitation and reconstruction in any area will prin- 
cipally consist of making larger quantities of real capital available. 
The very words “rehabilitate'' and “reconstruct" suggest physical 
destruction of housing and buildings generally. The whole, process^, 
from aa economic^ p of view, is one of inqreasing ,the real 
Spital stock; and its stages are distinguishable from one another 
by the character of the increments m^ the period of strict 

relief the most pressing needs are, of course, consumers' capital in 
the most readily consumable form: food, clothing, medicines, and 
the like. Simultaneously, however, seeds and fertilizers and lubricat- 
ing oil and spare parts must be supplied so that the population 
can soon produce its own food.^he judicious provision of real 
working capital of the proper kinds will enable what real fixed 
capital equipment is in working order to produce a flow of con- 
sumable goods. Initially the flow of production will not be large. 
But by repairs and replacements more and more capital equipment 

56 




57 



INTRODUCTION 57 

is restored to useful service to swell the flow of real output. Con- 
sumption and standards of living gradually rise above the acute 
poverty level. And each rise makes the next advance somewhat 
easier, because productive capacity is greater at each succeeding 
step. Yet the process as a whole consists in augmenting the available 
quantities of fixed and working capital in real terms. The kind 
of real capital added changes; but, from an economic point of view, 
the process has the same general character. Rehabilitation and re- 
construction consist in accretions to real capital. 

The task of economic rehabilitation in any area will be defined, 
on the one hand, by the kind and quantity of real capital equip- 
ment in the territory before the war and, on the other, by the 
amount and kind of capital impairment and destruction consequent 
upon the war itself. The real capital resources of an agricultural 
country obviously differ in their composition from those of a highly 
industrialized nation. Similarly, highly industrialized countries will 
possess not only more real capital equipment, in the aggregate and 
per capita, but much of it (the “heavy” industries, for example) 
will be of a sort wholly non-existent in the other countries. Apart 
from these differences in the components of the real capital stock, 
the effects of the war are not likely to be equally serious for in- 
dustrial and for non-industrial countries. The geographical dis- 
persion of buildings and structures in agricultural regions contrasts 
sharply with the marked concentration so characteristic of indus- 
trial areas. With any given concentration of military activity in the 
two areas the damage and destruction in percentage terms is likely 
to be much heavier in industrialized regions. Modern warfare being 
of the character it is, there is both more reason to destroy industrial 
facilities and a greater likelihood that they can be demolished. Even 
“block-busters” are harmless in rural areas. Consequently not only 
will the magnitude of the job of economic reconstruction vary 
considerably from region to region but its essential requirements 
as well. Of course in a broad overall view the job remains that of 
augmenting the stock of real capital resources. But not precisely 
the same needs will have to be met in every case nor will the same 
means be employed in each instance. 

It would be fallacious to assume, however, that all depletions of 
real capital resources must necessarily be made good before pro- 
duction can take on a semblance of its prewar pattern. Real as the 




If 
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capital consumption has been, it does not necessarily mean that 
production is impossible. The primary consequences of under- 
maintenance of real capital during the war will appear in two 
directions. In the first place, operating efficiency will be diminished 
and, hence, operating costs will.. be higher; the machinery and 
equipment will not be so producdye as it would have been had it 
been maintained. The production costs of final products will be 
higher than if the war had not occurred. In the second place, a 
larger fraction of the. tqtaLcapi^ will be of an ad- 

vanced age and their aggregate numbers will probably be smaller. 
Automobiles in the United States are a case in point. Prior to the 
war a certain number were annually retired and a (varying) similar 
number annually added as replacement. During the war years the 
total stock has diminished, their average age is greater, and (prob- 
ably) their average operating costs are higher. And the longer the 
war lasts the more persistent these tendencies become. Hence the 
effect of undermaintenance of real capital resources will show its 
immediate postwar effects in a smaller stock of real capital avail- 
able and in the diminished efficiency of its components which will 
be apparent in higher operating cost.^ 

IL THE CONSEQUENCES OF CAPITAL 
DEPLETION 

Our analysis in the preceding chapter clearly does not provide a 
summary figure for total real capital depletion as a result of the 
war. This was not its purpose. Rather the intent was to draw at- 
tention to the more salient economic aspects of wartime capital 
depletion by reference to the four causal factors at work: physical 
destruction, dismantlement and theft, consumption of fixed capital 
through undermaintenance, and the shrinkage of real working 
capital resources. 

1 While the foregoing is a reasonable expectation with respect to real capital 
resources as a whole, certain types of capital equipment will be so badly under- 
maintained as to be practically worthless. In the main these latter will be the 
less durable types such as consumers’ capital goods and industrial capital equip- 
TTient normally subject to high rates of depreciation. Since we have already 
dealt in the previous chapter with differentials in depreciation rates between 
various kinds of capital goods we need not repeat the discussion here. 
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In a summary view we may conveniently consider net capital 
depletion resulting from the war as it pertains to working capital 
assets on the one hand and fixed capital resources on the other. 
Let us make it clear at the outset that there is no gainsaying the 
fact that the world would have been much better equipped to care 
for human needs had the war not occurred; its toll in real capital 
resources will be gigantic. Yet we need not jump from this fact 
to the conclusion that the outlook is hopeless and all is lost. At 
least such a contention seems unwarranted insofar as real capital 
depletion is the basis for despair. Real capital resources are only 
significant as a potential source of consumption goods and services 
for the material welfare of mankind. Hence we may appropriately 
consider wartime capital depletion in terms of its probable effects 
on future production. 

From this point of view much the most serious aspect of capital 
depletion will be the virtual disappearance of real working capital 
assets from the economic system. Without raw materials to feed ) 
into the machines, without spare parts to repair the machinery, ^ 
without lubricants to permit the wheels to turn again, and without 
coal or oil to generate power, production cannot, revive and peoplet 
with empty stomachs will shiver in the cold. And from the stand- 1 
point of getting production under way again after the war, it makes | 
little difference why such working capital assets will have virtually ^ 
disappeared. The relevant fact is that production cannot begin/ 
again until they have been replenished. Raw materials and supplies* 
are a prerequisite to a revival of output. And adequate quantities 
thereof will have to be held as a permanent investment within the 
economic system as a condition of its continued efficient operation. 

As to fixed capital assets there will be both immediate and 
longer-run consequences of their depletion through destruction and 
undermaintenance. Directly and immediately production costs will 
be high because much plant and equipment will be in a run-down 
condition and thus inefficient. The most pervasive in its conse- 
quences of these industrial inefficiencies is likely to be that of the 
transportation system. We are apt to forget at times how important 
the transportation system is in the framework of modern industrial- 
ism. Yet without railroads and their appurtenances our industrial 
system is inconceivable. These inefficiencies in transportation will 
seriously handicap other branches of industry. The inefficiencies 
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from undermaintenance in transportation, however, are only an 
outstanding example of a condition likely to be widespread in 
industry as a whole. Costs will be high and production sluggish. 

The physical destruction of durable capital assets is likely to 
show its most serious consequences in the rent it leaves in the com- 
plexly interwoven fabric of the industrial economy. The whole 
cloth is weakened because the shellfire and bombs have torn holes 
at strategic points. Plant and equipment that are physically un- 
harmed possess diminished productivity because other plants no 
longer exist. In some measure of course the more strategic facilities 
will have been replaced even during the war. But much will re- 
main to be done before production approaches its former efficiency. 
Until the damaged sections are at least partially restored physical 
production as a whole will be seriously handicapped. 

The longer-run consequences of the depletion of durable capital 
are not less important. Some time will necessarily elapse before the 
population in certain areas will be as comfortably housed as it was 
before the war. So much of the physical destruction will be that of 
dwellings and buildings. Yet the shrinkage in welfare for the peo- 
ple as a whole on this score is perhaps not greater than that occa- 
sioned by a serious depression when persons crowd into cheaper 
quarters and leave many dwellings idle. 

Wartime capital depletion will also require a recomposition of 
the gross national product as between consumption goods output 
and the maintenance and repair of capital facilities. For the United 
States we saw that about lo per cent of the gross national product 
is absorbed in capital maintenance. Perhaps a similar percentage 
was required in most industrial countries. But in many countries 
after the war this percentage will need to Te largerrThe^ .capital 
goods as a whole will he" oI3er and closer to ^ physical 
because" normal replacements and repairs have been postponed 
from ye^ to year. Consequently for the_economy as a whole pro- 
portionately more of the annual product will have to consist of 
capital maintenance unless the total real capital stock is to con- 
tinue to decline. Consumption goods output will be a smaller frac- 
tion and capital goods a larger fraction of total output. While 
theoretically such a recomposition of total output would occur 
automatically in an enterprise economy, the natural tendency of 
production to shift in this direction may well need to be supply- 
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mented by positive public policy. But this last may not properly 
engage us at the present juncture. Here we only wish to emphasize 
that the undermaintenance of real capital during the war will alter 
the structure of production and the composition of the annual 
output for some years after hostilities cease. 

Thus several causes are at work to determine the kind and ex- 
tent of real capital depletion at the war’s end. The consequences 
thereof are partially direct and immediate in their effect upon 
postwar production and partially indirect and more enduring. As 
a whole real capital depletion need not be an insuperable barrier 
to economic rehabilitation and reconstruction if it does not extend 
“too far.” Yet on this very point one must candidly admit a grave 
danger. 

Real capital depletion can be likened to the roll of a ship in 
heavy sea. Within limits a roll to starboard is not catastrophic be- 
cause it tends to be self-correcting with always a tendency towards 
an even keel. Yet ships have been known to capsize. And so with 
capital depletion. If it does not extend too far it tends to be self- 
correcting in time with not too great permanent harm to the eco- 
nomic and industrial system. But should the impairment of real 
capital resources become very large, either through savage fighting 
over wide areas or because the war struggle lasts a very long time, 
then the economic system may, in the end, simply disintegrate. 
Capital depletion (and other factors simultaneously at work) will 
have become so widespread and so serious that the technical foun- 
dation of production no longer exists; the economic system vir- 
tually falls apart. Such an eventuality could occur. But the pros- 
pects at present writing are scarcely that black.^ 

2 An Italian Socialist leader. Signor Nenni, in criticizing the conduct of recon- 
struction in Italy recently remarked, *‘If eight or ten more Italian cities get into 
the state of Naples, where three-quarters of the citizens live by beggary, prosti- 
tution, peddling, and black-marketing, Italy will cease to exist.” New York 
Times, Section I, July i6, 1944, p. 16. See also the disturbing article by Ray- 
mond, Allen, “Bankrupt Italy is Capable of Anything,” Saturday Evening Post, 
September 23, 1944. 
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III. THE SUBSTANCE OF ECONOMIC 
RECONSTRUCTION 

Economic reconstruction after the war has two distinguishable, 
though closely interrelated, aspects. On the financial side we hav^ 
the domestic and international policies that a country may invoke 
to carry through its reconstruction program. The other side is the 
'‘real’' or "goods” side: what it is that requires doing in a more 
fundamental sense and for which the financial techniques are de- 
vised. It is the latter that we wish to consider in the present section. 
The financial problems can be postponed a little. 

It is almost self-evident that as soon as the war ends the most 
pressing needs will be for food and clothing and preventive medi- 
cines. This will be the period of direct relief for which plans and 
facilities seem to have been already formulated. At the same time, 
however, yardage goods, seeds, fertilizers, spare machinery parts, 
perhaps some farm tools, and certain raw materials will also have 
to be provided so that the relief period can be terminated as quickly 
as possible. This view seems now to be generally accepted.® 

These most immediate requirements may properly be regarded as 
constituting the interval of relief. It is the succeeding period of 
reconstruction, however, that calls for careful examination here. 


j. Restoration of Real Capital Depletion 

Whereas the objective of postwar relief is to halt starvation and 
misery the presumptive aim of economic reconstruction is to restore 
production and national income to its prewar level if n prewar., 
composition. The elevation of national output in conjunction with 
the virtual elemination of war goods production will require two 
things. On the one hand it will mean the endeavor to restore what 

3 We read, “After a visit to most countries in receipt of relief in October, 
1919, Sir William Goode, the British Director of Relief, observed that he was 
‘absolutely convinced that to continue to provide food (to Poland, Yugoslavia, 
Czechoslovakia, Austria, Hungary, and the Baltic countries) without at the 
same time providing raw materials on which to re-establish industry (was) 
merely to aggravate the problem of Europe.* ” As quoted in Europe's Overseas 
Needs, igi^-1^20, and How They Were Met, League of Nations, 11 Economic 
and Financial, 1943, II. A. 6, p, 21 n. ,, 
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capital depletion has occurred as a consequence of the war; or, 
more accurately, since the whole of the depletion cannot be made 
good in the short period, partially to restore the depletion and 
partially to minimize its adverse effects. On the other hand, it will 
mean the conversion (and reconversion) of basically war industries 
and facilities to peacetime production. Both reconversion and 
capital restoration raise their own special problems though they 
clearly abut one another at numerous points. 

The restoration of capital depleted in wartime means of course | 
restoring real capital that has been destroyed, damaged, or under- | 
maintained during the war itself. Here it is helpful to recall our * 
earlier distinction between real capital used for productive pur- 
poses and real capital used primarily for consumption. The ' task ' j 
of economic reconstructidii is to re-establish national output at a 
level at least approaching that which prevailed before the war. 
Hence it is the productive capital of the nation, not its consump- 
tion capital, that will require immediate attention and the prior 
claim on scarce productive resources. It seems safe to assume that, 
at least in the beginning,' there will^^^^b more things for productive 
facilities and labor to do than there will be facilities and labor to 
do them. Consequently the wise policy would be to give priority to 
the restoration of productive facilities rather than to housing, fur- 
niture, and the like. Some ininimu^^^ of consumption and 

living is of course indispensable. But the tendency will be perhaps 
to go too far in the provision of these “necessities'" rather than not 
far enough. And this drift will be all the more likely if the whole 
reconstruction program is left to the free play of the market as 
guided by the expenditure of money incomes. But more of this in 
due course. 

We have repeatedly emphasized the very large proportion that 
buildings and structures bear to the total of productive capital in 
any country. We have also stressed the degree to which physical 
destruction as a result of military operations means the demolition 
of structures, harbor installations, railroad terminals, and the like. 
Hence in any area needing reconstruction the preponderant por- 
tion of that reconstruction will undoubtedly be a reconstruction 
of buildings and similar fixed capital resources. Similarly, much 
the greatest part of capital depletion arising from undermainte- 
nance, as contrasted with physical destruction, will be the under- 



64 


REHABILIT A TION 


maintenance of buildings and structures. The consequence is that 
in a very fundamental sense the restoration of capital depletion 
will necessarily be the restoration of specific productive facilities 
which by their very nature have to be restored “on the spot” so 
to speak, and for which no direct assistance can be had from abroad. 
If the Anhalter Bahnhof has been destroyed it can only be re- 
stored as a station in Berlin by German workers using largely Ger- 
man bricks, mortar, cement, and glass. Similarly, if the French 
railways have been badly undermaintained so that the roadbed is 
in disrepair and the terminal facilities inefficient then almost the 
only feasible solution is for French workers to repair them with 
French materials. Thus the very character of so much of the total 
productive real capital which it will be the task of a reconstruc- 
tion program to restore will necessitate its being done with domestic 
resources and on the spot. 

Real capital depletion with respect to equipment, machinery, 
tools, supplies, and raw materials is not on all fours with heavy 
fixed capital in the job of reconstruction. While building materials 
cannot be transported far except at a prohibitive cost the same is 
not true of most raw materials or light machinery. Raw materials 
are often imported from a great distance even in normal times. 
And whether tools and machinery are imported or purchased from 
domestic producers turns upon quality and cost comparisons. Thus 
the same limitations do not hamper the restoration of capital de- 
pletion of this type as govern the reconstruction of buildings and 
heavy installations generally. But again we need to remember that 
a smaller portion of a nation’s total real capital resources consist 
of these lighter items obtainable, if necessary, from abroad. In the 
early reconstruction period the likelihood is that certain machinery 
and tools will be imported from abroad because domestic produc- 
tion is temporarily incapacitated or is insufficient. But one objec- 
tive of reconstruction should be to lessen such foreign dependence 
by restoring domestic production to its prewar status. 

Thus, the objective of economic reconstruction is to raise pro- 
duction and national income to its potential level by making good 
the real capital depletion which the war has imposed. Yet in the 
pursuit of this end it should be recognized from the outset that 
probably by far the greater portion of such reconstruction can only 
be directly effected with domestic resources. The same considera- 
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tions apply to the depletion of real capital used primarily for con- 
sumption purposes. But the restoration of consumption capital 
should be recognized from the outset as less immediately urgent 
than the restoration of productive efficiency. 

2 . Reconversion 

It will not suffice to raise national output to its prewar level. 
Surely the objective will also be to shrink war goods production 
nearly to zero and expand peace goods production proportionately. 
If this be true then Europe (and perfiaps pm^^ Asia also) will 
face a problem of plant conversion and reconversion similar to that 
in prospect for the United States. While the general problem in each 
case is likely to be essentially similar the specific job to be done in 
each area will probably have special, or even unique, characteristics. 
One can scarcely determine a priori, however, what the technical 
possibilities are likely to be or what bothersome difficulties are apt 
to arise. Some new investment will perhaps be necessary to carry 
through conversion. And some of the essential equipment may have 
to come from abroad. Yet in the main perhaps the job had best 
be done with domestic resources and labor, if indeed, any other 
solution is even remotely feasible. 


IV. THE MEANS OF RECONSTRUCTION 

When the war ends it seems reasonably clear that direct assistance 
will be available from abroad in the form of food, clothing, seed 
grain, and certain other essentials immediately in short supply. 
For the most part it is likely that these will be outright gifts either 
from governmental relief organizations or from private charities. 
How much will be necessary and the precise form it will assume 
no doubt will vary from region to region. But reconstruction will 
follow the phase of direct relief. And it is the means of reconstruc- 
tion that concerns us here. 

The point of emphasis of Section III was that much reconstruc- 
tion will have to be carried through by using domestic labor and 
domestic materials. Indeed this is the same contention that we 
have stressed in earlier chapters: that much real capital, much of 
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what will need rehabilitation, is part o£ the landscape and cannot 
be moved from one country to another. It has to be reconstructed 
on the spot. Reconstruction is a domestic affair from this point 
of view. 

I. Domestic Resources and Foreign Assistance 

Reconstruction can proceed more rapidly or with less sacrifice, 
of course, if assisted from abroad. It g understand 

clearly, however, just what forms ^ can assume. It is of 

two principal types: direct assistance and financial ^ 
may merge into one another but let us first analyze them separately. 

/]!)irect assistance might assume several forms apart from distin- 
guishing between suppliers. Reconstruction could be aided by rep- 
arations in kind such as the railroad rolling stock and raw materials 
collected from Germany after the last war. Similar levies, supple- 
mented by “labor battalions,'' are often proposed as appropriate 
after the present conflict. Forced labor, however, is probably less 
effective than a goods levy as an aid to reconstruction, though its 
moral and punitive appeal is beguiling. While one cannot be sure 
at present writing, reparations in kind may well be invoked to 
assist reconstruction after the present war. 

Direct aid in reconstruction is also possible from less hostile 
sources. The more fortunate of the United Nations might supply 
the less fortunate with engineers, technicians, and scientists. The 
ruthless elimination of such persons in some occupied areas and 
the virtual disappearance of higher education in others will leave 
the number of trained technicians in most countries requiring re- 
construction far below the need for them. Some highly efficient 
machinery with operatives, e.g., bulldozers, might be another direct 
contribution to reconstruction. For clean-up work and certain types 
of construction the effectiveness of the bulldozer is almost incred- 
ible. But it requires skilled operatives not farm laborers. At least 
in the beginning these would probably have to come from abroad 
too. 

Direct aids to reconstruction from abroad, however, are probably 
fairly limited. They should not be counted upon for a major con- 
tribution. In the main reconstruction uses home resources. 
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2, Financial Assistance 

Financial assistance in reconstruction can designate all those 
means which allow a country to increase its imports o£ goods and 
services over what it can currently acquire in exchange for its ex- 
ports. It would include loans from friendly countries or a world 
bank or financial reparations from erstwhile enemies. 

Financial assistance from abroad has the advantage over direct 
foreign aid of allowing a country to import whatever is needed 
from whatever part of the world can best supply it.^ This might 
mean food and other consumption goods which the defeated powers 
were nearly incapable of supplying. There is the added advantage 
also that it qpem market and trade channels, 

through the price system, that is, in such a way that it requires no 
ad hoc machinery. But the crux of the matter is that financial as- 
sistance in reconstruction, either loans or reparations, permits a 
country to draw upon the rest of the world for goods and services 
in excess of its ability to pay through current exports. Loans differ 
from reparations, of course, in that they have to be repaid and 
they carry an interest charge over their duration. Otherwise their 
financial contribution to reconstruction is essentially the same. 


5 . Domestic Savings 

The third means of economic reconstruction available to any 
country is domestic real savings. The excess of total output over 
current consumption can be regarded as a country's real savings. 
The same notion can be expressed in another manner. If we con- 
sider productive resources— labor and capital goods— as the source 
of the flow of output, then that fraction of total productive re- 
sources not used in the production of goods for current consump- 
tion is available for the production of capital goods. The output 
of these non-consumption goods represents the country's real sav- 
ings. These are obviously a third means of reconstruction along 
with direct aid and financial assistance. 

4 It is assumed here that financial reparations would be transferable between 
countries. This might not be the fact. Reparations from Germany, for example, 
might take the form of blocked balances of one of the many types that the 
Germans themselves devised in preparing for the war. 
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The proportion of its total resources that any country can de- 
vote to reconstruction will depend partly on the level of national 
output and partly upon the ability and willingness of the people 
to limit their consumption and general well-being. If the national 
output is at an extremely low level, perhaps almost the whole of 
the current input of productive resources will be absorbed in main- 
taining even the simplest existence. In overpopulated areas where 
a low per capita income was typical before the war the destruction 
of what few capital assets the country possessed may limit postwar 
output to a bare subsistence level or below. Greece is perhaps a 
case in point, and parts of China as well. But it is probable that 
in most of western Europe production, even very shortly after the 
war ends, will be somewhat above a subsistence standard if at all 
reasonably apportioned. These latter countries will have a choice, 
as a matter of public policy, between reconstruction by somewhat 
different routes. 

It is important to recognize the alternative choices and what they 
imply. As we have repeatedly argued, much of the reconstruction 
can only be done directly by the employment of domestic resources. 
But reconstruction can proceed at different rates and with or with- 
out assistance from abroad. 

In a broad sense a country that elects to reconstruct wholly with- 
out aid from other countries can do so either slowly and gradually, 
without tightening its belt too obviously, or alternatively, it can re- 
construct quickly by deliberately putting itself on very short rations. 
These phrases are not to be taken quite literally of course. The 
point is that by postponing the reconstruction and refurbishment 
of much of its consumption capital equipment (housing, public 
buildings, etc.) until its productive equipment is again reasonably 
efficient the whole reconstruction job can probably be done very 
quickly. On the other hand, it would be possible to proceed more 
gradually and allow an improvement of living standards at the 
same time. Reconstruction without foreign assistance can proceed 
slowly or rapidly according to the policy adopted. 

When we suggest that reconstruction can be carried through 
without aid (other than reparations) from abroad we do not mean 
that the country would not, or should not, import anything from 
abroad. Not at all. We mean only that it reconstructs out of its 
own resources by importing nothing from abroad for which it can- 


THE MEANS OF RECONSTRUCTION 69 


not make payment, either from balances already held or from 
current exports. But there is no borrowing abroad beyond the 
usual credit terms. Almost all countries will have to import raw 
materials, (some) machinery, perhaps food even, in carrying through 
their reconstruction program. But it is one thing to pay for these 
imports currently by exports and another to obtain them by long- 
term borrowing in foreign centers. In the first case the country 
reconstructs out of its own resources altogether. In the second it 
does not. 

From one point of view reconstruction with the assistance of 
foreign loans is a means of avoiding the belt tightening that would 
otherwise be inescapable. It is also a means of speeding up the 
whole process. Theoretically, a country could reconstruct its econ- 
omy at the maximum rate if it drastically restricted domestic con- 
sumption and the reconstruction of consumers’ capital and simul- 
taneously borrowed heavily abroad to import those materials and 
supplies that would most quickly and effectively increase domestic 
production. But it is unlikely that any nation would deliberately 
elect such a course. And it might encounter serious difficulty if it 
did. Yet it is worth emphasizing that foreign borrowing is a means 
of avoiding the rigors of a Spartan standard of living while recon- 
struction is in process. As we have argued repeatedly, much of 
the reconstruction has to be done with domestic resources in any 
case. Its very essence imposes this requirement. The only question 
is whether the country should, for a time, maintain a reasonable 
standard of living on a credit basis or proceed strictly on a current 
sacrifice arrangement. And of course with respect to each plan it is 
not a case of all or nothing. The choice is rather between more or 
less borrowing as opposed to more or less self-sacrifice. The range 
of variation between the extremes, however, is likely to be con- 
siderable for most countries. 

At the risk of anticipating what more properly belongs in a sub- 
sequent chapter we are impelled to add a further word. 

We have written above as if there were necessarily a deliberate 
choice to be made between reconstructing with or without foreign 
assistance and between doing so at a rapid or a slow rate. From 
one point of view this is quite unrealistic. It is unrealistic in the 
sense that, if nothing is done by way of deliberate policy choice, 
reconstruction is likely to proceed along lines that are fairly easy 
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to discern. If consumers are allowed free play in the expenditure 
of their incomes^ if industry is allowed to produce whatever goods 
it finds most immediately profitable, and to employ resources ac- 
cordingly, and if governments and private firms borrow abroad 
whenever they can obtain a loan, the course of events in the recon- 
struction period is not difficult to visualize. Consumers will want to 
live well and consumption goods and luxury goods will flow to 
the markets from factories at home and abroad. The government is 
likely to consider housing projects equally as important as the 
reconstruction of the railways. Much will be imported that could 
well be left abroad. And the whole reconstruction of the capital 
depletion inherited from the war will proceed haltingly amid the 
chaotic conditions of high wages, high prices and the other familiar 
symptoms of inflation.® 

The consequence is that it appears eminently wise to see clearly 
precisely what reconstruction requires and the means by which it 
can be effected. Once this is recognized, the appropriate policies to 
be invoked are almost painfully self-evident. And it seems worth 
remarking that these comments apply to prospective lenders almost 
as much as to prospective borrowers. Each is likely to mistake the 
glitter for the substance. 


4. Concluding Comments on Choice of Means 

The means of reconstruction are thus domestic real saving, finan- 
cial assistance from abroad either as loans or reparations, and direct 
contributions from foreign sources in tlie form of materials, repara- 
tions in kind, enforced labor, and donated services of skilled tech- 

5 In commenting on imports into Europe after the last war the League of 
Nations wrote, '‘The quantum of the imports of foodstuffs, which were more 
liberally furnished than raw materials, was some 10% higher in 1919 than in 
1913 and 20% higher than in 1927; the quantum of raw material imports, how- 
ever, was 47% lower than in 1913 and 38% lower than in 1927. What is perhaps 
most striking is the very large import of finished goods, which was 36% above 
the 1913 and 67% above the 1927 quantum. These large purchases reflect both 
the great demand for such goods on the part of a population which had not 
been able to buy them for a number of years, and the temporary inability of 
the local industries to produce the commodities desired owing to the time in- 
volved in the reconversion of plant, the purchase of raw materials from abroad, 
the assembling of a labour force, etc.’' Europe's Overseas Needs, igip-ip20, and 
How They Were Met, p. 16. 
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nicians. And accordingly as these means of reconstruction are com- 
bined and integrated will the whole process move rapidly and 
easily or haltingly and in confusion. 

The world at large has more than a passing interest in seeing 
economic reconstruction proceed smoothly and without excessive 
hardship. There is first of all the simple humanitarian desire not 
to impose needless suffering by prolonging through many years 
what might be achieved in a year or two. This argument can be 
given a selfish, nationalistic twist by contending that economic suf- 
fering abroad, because of delayed reconstruction, is a threat to 
world order and stability, and hence should be avoided. On the 
economic side one might argue, moreover, that the economic re- 
habilitation of impoverished areas is a necessary step towards plac- 
ing world trade upon a sound basis: if large segments of the world's 
economy are at a low level of productivity because of delayed 
economic reconstruction then the rest of the world cannot achieve 
its potential levels of economic welfare. 

All these considerations come to focus in the question of how 
much outside assistance should the rest of the world contribute 
to economic reconstruction on humanitarian, political, and eco- 
nomic grounds. The humanitarian and political considerations we 
can leave aside in the present context. On the economic side, how- ^ 
ever, there is no . doubt that loans (and reparations) can both hurry 
along reconstruction and diminish its sacrifices. With any given i 
rate of domestic saving, foreign loans aUpw economic reconstruc- 
tion to proceed more rapidly than would be possible without them.^. 
Similarly, when loans are available, d^^ need 

not be so severely curtailed to achieve recons^u within a given 
time interval. Foreign borrowing both hurries the pace and eases 
^he burden.®” 

But in considering foreign lending to assist reconstruction one 
must keep in mind the substance of reconstruction. We have been 

6 It is truly amazing how rapidly reconstruction cmt proceed with modern 
techniques. It is reported that in the six months following upon the fall of 
Naples (October i, 1943, to April 1, 1944) that port was reconstructed sufficiently 
to handle 2,375,229 long tons of cargo. This tonnage was nearly equal to the 
total cargo handled by the Port of New York in the record peacetime year 
of 1939. New York Times, September 3, 1944, I, p. 11. What the costs of restora- 
tion were is not reported. But considering the urgency of military operations 
the cost must have been enormous. 
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at some pains to emphasize that undermaintenance and physical 
! destruction of real capital is the essence of the problem of economic 

reconstruction. The restoration of much of this real capital, con-* 
sisting as it does of structures and dwellings and public develop- 
ments, means restoring capital assets that have two pertinent char- 
acteristics in relation to foreign borrowing. In the first place, they 
are, many of them, “capital intensive'’ projects: their annual prod- 
“ uct is small relative ^f5"“We lhvestmenF com In the second 

I place, not a few of them, restoration of housing, for example, make 

' little or no contribution to the capacity to export, and hence to 
meet the debt service charges which foreign borrowing imposes 
: upon the country. In other words, a large part of the real capital 

[ depletion which rehabilitation loans can make it more comfortable 

I to restore will be of a kind requiring a heavy initial investment 

j from which a domestic yield can only be expected at modest rates 

over a long period. And there is the transfer problem as well. 

The more detailed discussion of these problems is postponed 
until a later chapter (Chapter VI). We mention them in the present 
' context because it is easy to pass from the simple fact that foreign 

borrowing can ease and hasten economic reconstruction (which is 
clearly desirable on a number of counts) to the conclusion that 
I rehabilitation loans are obviously required. But a loan contem- 

! plates repayment and service charges. The substance of economic 

! reconstruction, that is, what kinds of capital have to be restored 

J and in what amounts, seems to raise some question as to the capac- 

j ity of the borrowers to meet loan obligations. It would not appear 

j desirable for either borrowers or lenders to enter upon transactions 

which were likely to terminate in widespread defaults. And in 
i' fixing the relative contributions of foreign borrowing and domestic 

f saving to reconstruction it might be well to bear such considera- 

tions in mind. 

r 

V. SUMMARY 

Thus economic reconstruction is partly a conversion problem and 
partly a problem of restoring accumulated capital depletion occa- 
sioned by undermaintenance, destruction and theft through enemy 
action, and the consumption of real working capital assets. The 
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conversion problem will be more or less common to all countries 
and calls for no special comment. Accumulated capital depletion 
poses a number of troublesome problems. 

Until it has been partially made good, production will be in- 
efficient and remain much below its prewar level. The acute short- 
ages of real working capital resources will be the most immediate 
serious barrier to a restoration of output once the period of direct 
relief assistance from abroad has passed. But the serious depletion 
of the more durable capital resources will also hamper production 
and they cannot be so quickly restored. Since so much real capital 
consists of buildings and the results of construction activity it can 
only be restored by using domestic labor and materials on the spot. 
Reconstruction cannot be “imported^’ in any direct sense. If na- 
tional income is to rise above its immediate postwar levels, national 

^ that more productive 
resources are devoted to capital goods production and less to con- 
sumption goods production' And there are reasons^^ befiev^^^^^^ 
that this might not occur automatically tlirough the operations of 
the price system in adjusting the relative prices for capital goods 
and consumers’ goods. It may be necessary to take deliberate steps 
to increase savings, by priorities, rationing, and a severe excise tax. 

Though capital restoration in a direct sense means using home 
productive resources, the task can go more rapidly and with less 
hardship if assisted from abroad. Foreign assistance may be direct 
through reparations in kind or of a financial nature through repara- 
tions or loans. These can supplement domestic savings as a means 
of reconstruction. 

Foreign borrowing for reconstruction allows a country to support 
a Kigher level of consumption (with any given rate of reconstruc- 
fibn) because it permits an increase in imports over the amount that 
can, be currently purchased from exports.. But the contribution of 
foreign borrowing to exporting capacity through allowing a higher 
level of consumption is not self-evident. Consequently there may 
be difficulties in meeting debt service charges even though foreign 
borrowing facilitates reconstruction. This problem is dealt with at 
some length in Chapter VI. 

Planned economic development is also a species of real capital 
accumulation although it differs in many respects from capital 
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accumulation for economic reconstruction. Yet there is a similarity 
between the two. And before considering the balance of payment 
problems more or less common to reconstruction loans and develop- 
ment or industrialization loans, it seems useful to analyze deliberate 
industrialization in some of its aspects. We turn to this problem 
immediately in Chapter V. 




I 


5 ECONOMIC ASPECTS OF IN- 
DUSTRIALIZATION BY PLAN 


The industrialization of undeveloped areas has a number of as- 
pects: political, sociological, and economic. We can only endeavor 
to deal with the economic aspects and only a portion, indeed, of 
these. The economic aspects are principally two. The “financial” 
on the one hand and the “real” or the goods side on the other. 
The financial side of industrialization and international invest- 
ment is exceedingly important and its intricacies have been often 
explained. Foreign borrowings and the balance of payments, the 
“transfer” problem, and related financial topics have fascinated 
economists since the earliest days. While these will be subsequently 
considered, our immediate concern is with the other side of the 
shield: what happens in real terms when industrialization occurs. 
In other words, our present interest is in the changes in its real 
capital resources as a country industrializes rather than the ar- 
rangements by which those changes are financed. The immediate 
focus is upon the “goods” side of the industrialization process. 

The present chapter is organized as follows. We shall first exam- 
ine the meaning and objective of industrialization as applied to 
the postwar world. In Section III we consider industrialization in 
relation to a country’s needs and resources and the possibility of 
receiving assistance from abroad, and the form that assistance is 
likely to assume in real terms. Finally we turn to the question of 
some of the probable consequences of industrialization both in the 
areas being industrialized and the world at large. 

I. THE MEANING AND PURPOSE OF 
INDUSTRIALIZATION 

Industrialization as it relates to material changes nieans an in- 
crease in the kinds and quantities of real capital. As the country 

’ / , ■ . ’ '75 
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becomes more industrialized there is more real capital. The same 
cliange is often regarded from the point of yiew of the employ- 
ment of the people. As a country industrializes a larger percentage 
of the working population is employed in industry as opposed to 
agriculture, fishing, or pasturing. But since the amount of real 
capital per worker is greater in industrial than in non-industrial 
pursuits this comes to the same thing: more capital per head is 
employed in production. The greater real capital resources mean 
greater production and hence improved As we 

noted earlier in Chapter II the marked differences between coun- 
tries in their per capita national incomes are, in part, attributable 
to the differences in the amount of available real capital per head. 

* Hence a conscious program to industrialize an ^area is essentially 
a plan to raise its per capita income therein by providing the in- 
^fcabitants with more and better capital good" ^ 

There seems to be a tendency to think of industrialization as a 
problem of importing some machines and setting up little factories. 
Actually, of course, this is often a minor phase of the whole process. 
We have seen in Chapter II what a large fraction of total indus- 
trial capital consists of railroads and utilities having a high capital 
intensity. The achievement of industrialization typically means 
bringing these capital intensive industries into existence.^ This 

1 Theoretically an increase in real capital resources might be altogether in 
the non-productive category so that total production might not be any greater. 
Yet in the real world one can scarcely imagine conditions in which this might 
occur on any large scale. Foreign loans have on occasion been used almost 
wholly for consumption purposes—parks, zoos, public buildings, etc.— but in 
general a growth in real capital per head means a growth in productive capital 
and by the same token a rise in total output apart from the '‘consumption 
services” yielded by parks and zoos. 

2 It does not follow of course that all such schemes aimed at raising real 
incomes through industrialization can or will achieve their end. Adam Smith 
long ago drew attention to the stupidity of trying to grow grapes in green- 
houses in Scotland, even granted the technical feasibility. Similarly, a bold 
scheme to industrialize Hawaii or the state of Nevada would almost certainly 
fail to raise real incomes appreciably. 

s Cf. the following, “Along with the exploitation of the natural resources, 
minerals, agricultural produce, timber, etc., there must be the development of 
communications and marketing facilities. The communications, possibly pre- 
carious and irregular, which will suffice to bring settlers once and for all to 
a new country, where they hope to find a life of independence and simple 
plenty, close to nature, will not serve the purpose. There must be systematic 
and well -organized means of fransportation of commodities to and fro between 
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means a heavy initial investment followed, if the undertaking is 
successful, by a small annual yield. Professor Knight’s study of 
Morocco makes this point quite clear. He writes: ^ 

Theoretically, Morocco borrowed to equip itself— en valeur, the 
French put it, literally “bringing under exploitation.” Much of the labor 
and some of the materials such as cement have been local. . . . Viewing 
equipment from the angle of accounting, the expense groups, in order of 
magnitude, have been: (i) transport and communications (a third of the 
total); (s) port improvements; (3) agriculture and mining promotion and 
equipment (including irrigation works, forestry, colonization, and the 
search for mineral resources); (4) public buildings (including adminis- 
trative offices, schools, posts and telegraphs and hospital facilities). . . . 
About a tenth of the whole has gone for public buildings. 

Hence in reasoning about industrialization of underdeveloped areas 
one needs to keep in the foreground the fact that something more 
is involved than shifting people off the land into neat factory 
buildings. The heavy investment in public and quasi-public de- 
velopments such as transportation and communication is typically 
the crux of the problem. 

The observed coexistence of industrialization and (relatively) | 
high real incomes has led to the conclusion that a deliberate in-| 
dustrialization of underindustrialized areas will raise their real in- 
comes. From the point of view of those countries intending or 
hoping to industrialize after the war, the raising of real incomes is 
perhaps more nearly the “objective” of industrialization than any-' 
thing else. Planned industrialization in the postwar period has a 
strong “welfare” slant. And the dominance of this aspect in the: 
proposals now being formulated raises some special problems. More 
specifically, when the improvement of real welfare is kept to the ; 
forefront in plans for the industrialization or “development” of ; 
low income areas the phrases “more investment” or “more capital” 
rather easily take on a meaning and connotation that is notably^ 
broader than that heretofore assigned to them in international 
economic relations. For example, if the purpose is to augment real 
income, the drainage of malaria swamps and the construction of 

the country and some point or points o£ access to the civilized world. Channels 
must be created for the flow of its natural products to market.” Hawtrey, R. G,, 
Economic Aspects of Sovereignty , New York, 1930, p. 42. 

4 Knight, M. M., Morocco as a French Economic Venture, New York and 
London, 1937, pp. 70-71. 
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textile plants may perhaps both be regarded as “investment” from 
the broad social point of view. But they are scarcely the same in 
other respects, for instance, the balance of payments problem. Yet 
the connection between more capital investment (broadly inter- 
preted) and higher real incomes has been carefully noted with 
obvious policy implications for the after-war period. 

From the point of view of the wealthier countries, industrializa- 
tion and “development” projects abroad are not without apparent 
appeal. Humanitarian and charitable motives have of course been 
present. But the current case for industrialization abroad (as usually 
presented) is bolstered by more than sympathy. Two points seem 
to be stressed more than others by the proponents.® First, it is 
alleged that capital exports from the wealthy countries will facili- 
tate the task of keeping output at satisfactory levels. If savings at 
high income levels tend to be excessive then investment abroad will 
be beneficial on purely selfish grounds. Second, it is not infre- 
quently argued that, since industrialized countries trade heavily 
with one another, greater industrialization in the world at large 
will augment total world trade to the benefit of even the wealthier 
countries. Hence beyond & Profit motive and the spe- 

. cial humanitarian urge for foreign investment there may be the” 
■ added drive of enlightened national self-interest to push industriali- 
I zation schemes in underdeveloped areas.® 

1 ' in a broad view, "therefore, industrialization means an increase 
' in the total real capital with which people combine their labor 
and land to yield their annual real income. More real capital will 
enhance real income. A higher real income is the purpose of in- 
dustrialization. But its gains are not restricted to the countries 
being industrialized. The already industrialized areas are also to 
benefit. Industrialization schemes are to improve welfare in the 
world at large. All these claims may be warranted. If justified they 

5 These arguments are considered below in Chapter IX in some detail. 

6 Cf. “Preliminary Draft Outline of a Proposal for a Bank for Reconstruction 
and Development of the United and Associated Nations,” as reported in Federal 
Reserve Bulletin j January, 1944, pp. 37-41. The preamble in paragraph 4 reads 
in part, “With adequate capital ... the newer countries can undertake the 

\ economic development of which they are capable. International investment for 
, these purposes can be a significant factor in expanding trade and in helping to 
, maintain a high level of business activity throughout the world.” 

' .. ' ' .. ' 
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constitute sufEcieiit reason for pursuing the program with zest. But 
it may be well to examine the arguments more carefully. 

11. THE PATTERN OF INDUSTRIALIZATION 

AND DEVELOPMENT PROJECTS 

We have already suggested that it is an easy transition from the 
observation that rising real incomes usually accompany industrial- 
ization (in its more usual sense) to the extension of the word “in- 
vestment'' to cover a variety of other projects designed to increase 
productivity and real incomes.'^ It appears desirable, for the present, 
however, to restrict the word industrialization to the more tradi- 
tional types of investment such as providing machinery and fac- 
tories for the production of goods in a fairly direct way. Develop- 
ment projects, the broader term, would usually connote industrial- 
ization in the narrower sense but other undertakings as well. From 
the side of investment one might perhaps speak of “Developmental 
Investment" and “Industrialization Investment," with the latter 
being the narrower term. 


/. Background 


The concern of national governments to industrialize their coun- 
tries is of course nothing new. And their involvement has ranged 
from encouraging and assisting private entrepreneurs to the out- 
right development of whole areas. The protectionist movement in 
the nineteenth century was a deliberate program of industrializa- 
tion. And at least in the United States similar programs have been 
sponsored by the separate states and by municipalities. Government 
sponsorship of industrialization has a long history. 

Where in the past national governments have deliberately 


7 The extension of the word investment to cover various activities not usually 
embraced by the term in earlier times seems to have grown up during the 
great depression as a means of dignifying certain activities that governments 
thought it desirable to undertake to aid employment, e.g., land reclamation 
schemes, the correction of soil erosion, reforestation, etc. This is not to say 
that these projects should not have been undertaken. Quite the contrary prob- 
ably. We only mean to draw attention to the fact that two decades ago they 
would not have been called “investment.” 
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adopted policies aimed at the industrialization of their own coun- 
tries, the objectives have usually been reasonably clear. In brief, the 
aim has been to improve the ‘'welfare'' of the citizens. Welfare, to 
be sure, was not always conceived in the restricted sense of eco- 
nomic welfare. Political dangers, especially the risk of armed con- 
flict, were often to the forefront in decisions relating to industrial- 
ization. Yet, while specific protective duties and subsidies often 
sprang from mixed motives, it is nevertheless true that governments 
viewed the industrialization of their countries as an indispensable 
step towards national security and, hence, national strength and 
opulence. Autarchy, as developed and elaborated by German writers 
after Hitler came to power, represents perhaps the ultimate refine- 
ment of long familiar doctrines. 

After 1929, these earlier motivating factors in industrialization 
were supplemented and in some cases over-ridden by new considera- 
tions. Unemployment became widespread. The dependence of na- 
tional well-being upon foreign markets and foreign sources of sup- 
ply was acutely apparent. Harassed governments turned to indus- 
trialization as a remedy for unemployment and as an insulation 
from disturbances and dislocations that seemed to originate abroad. 
It appeared to many national governments that deliberate indus- 
trialization offered a remedy for unemployment, while it provided, 
at the same time, a powerful resource in the event of war.® That a 
number of such programs, simultaneously undertaken, could lead 
to the separate and mutual impoverishment of the nations was not 
at once apparent. The objectives of industrialization were reason- 
ably definite and precise even though those objectives were perhaps 
not attainable by the means invoked.® 

8 Cf. the following on the Turkish scheme of industrialization given new 
impetus by the great depression. . . the immediate result of this quick in- 
dustrial development was to increase steadily the effective force of national 
labour. A host of potential workers, who were thus far unable to find employ- 
ment, either in the rural districts, or in the cities, have been attracted into 
new fields of activity. The huge expansion of industry is, supplying life-blood to 
a mass of skilled and value-creating workers.” Press Dept, of the Ministry of 
Interior Affairs, Turkey on the Way of Industrialization, Ankara, 1937, p. 15. 

9 The objectiyes of the Turkish plan have been set forth as follows: 

"‘The purpose of making Turkey an independent nation finds its expression, 

nowadays, in the will to change her into a thoroughly constituted and self- 
sufficient body” {Ibid,, p. 34). More specifically the motives have been stated 
to include the following: (1) overcome the shortage of foreign currencies, (2) 
the desire to get better returns for workers and farmers by avoidance of de- 
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2 . Alternative Patterns of Postwar Industrialization 

One would presume that postwar industrialization schemes and 
programs for j:he economic development of backward areas were 
not going to be reared upon an autarchical framework. One would 
also assume that the strong desire to ^‘stabilize'' employment and 
I national income would not be desired at any cost.^^ 

I if the aim and pattern of industrialization and planned de- 

^ velopment is not self-sufficiency for its own sake nor the careful 

nurture of a stable poverty level of national income, one needs to 
inquire what the pattern will or should be. The mere definition of 
industrialization as “an increase in the amount of capital equip- 
ment and productivity per employed person and variety of goods" 
does not answer this question in a satisfactory manner.^^ 

There appear to be at least two principal patterns that deliberate 
industrialization might assume after the war.^^ of these is likely 
to increase the flow of world trade and the other is likely to dimin- 
ish it. . 

^ (i) One species of industrialization would be where the nation 
endeavors to concentrate upon industries whose products can Be 
sold abroad and command a high value. Industrialization is not 
sought as a means of avoiding imports but as a means of obtaining 
sufficient foreign exchange to command such imports as will afford 

pending upon fluctuating world prices, (3) to enable the country to meet its 
own requirements. . . the ultimate aim of the Plan is not the eventual 
exportation of the goods manufactured in our factories, . . {Ibid., p. 39.) 
See ibid., pp. 34 ff. and passim, 

10 Certainly any country could stabilize its national income if it were willing 
to push the level of its national income low enough. But after a point stability 
for many countries would mean a very heavy sacrifice in diminished average 
real income. A country poorly endowed with resources might have an oscillat- 
ing income by specializing its production and engaging in world trade. But the 
average annual income might be quite high by comparison with what it could 
expect from seeking stability and, therefore, insulating its economy from out- 
side influences by withdrawing from world trade. Certainly a point rvould 
come where the country should properly ask, “Is greater stability worth what 
it costs?” 

Frankel, H., “The Industrialization of Agi'icultural Countries,” Economic 
Journal, June-September, 1943, p. 191. 

12 These patterns might be followed either as a consequence of careful direc- 
tion by the State or of allowing private initiative a free rein within certain 
' general rules established by the State, e.g., a protectionist policy. 
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the population a high standard of living. The aim is not to with- 
draw from world trade,, but to participate in it more effectively. 

Switzerland is case in point.’^Switzerland exports a large fraction 
of her industrial production aridThe proceeds finance a high stand- 
ard of living for her people. We read, for example,^® 

In addition, as Switzerland is one of the few industrial countries without 
direct access to the sea, it has been necessary to create industries where 
the role of transport is unimportant and where preference is given to 
articles representing a large value in a small volume, thus entailing low 
freight costs. The importance of quality and handiwork is paramount. 

. . . The industrial census taken in 1929 listed 410,000 workers subject 
to the factory laws of the country. Of this number 170,000 worked in 
enterprises which exported more than ninety per cent of their total pro- 
duction, and approximately 120,000 more in industries exporting from 
sixty to ninety per cent of the total. 

Denmark is another example of specialized industrialization (in 
agriculture) with the intent of engaging in world trade. Sweden, 
Belgium and the Netherlands are others, although each presents 
certain unique characteristics. 

I Planned industrialization programs along the pattern of par- 

|ticipation in world trade would probably increase world trade and 

i 

I magnify the degree of specialization in manufacturing between 
fcountries. Many countries might export textiles, for example, but 
|specialization as to type might be highly developed among them. 
/Such specialization in international trade in machinery and spe- 
^cialty goods indeed appears to have occurred among industrial 
countries in recent years.^^ Goods in the same general category are 
both exported and imported but they are differentiated as to qual- 
ity and purpose. 

Specialized industrialization with the objective of more (not 
less) active participation in world trade, the Swiss pattern, is prob- 
ably not feasible immediately for many countries that will wish to 

isjacquelin, Dorothy Grant, Swiss-American Economic Relations, Geneva, 
1959, p. 106. We do not mean to imply that the Swiss pattern was historically 
a case of deliberate State planning. We only mean that its foreign trade now 
has a particular pattern which other countries seeking to industrialize might 
or might not follow. Agriculturally Switzerland has been vigorously protec- 
tionist. 

14 Cf. Frankel, op. cit., pp. 196-201. 


PATTERN OF INDUSTRIALIZATION 83 

industrialize after the war.^^ Their people are too unskilled and 
lacking in “know how.” Without government-sponsored educa- 
tional programs in technical subjects not much progress could be 
expected. Even then the beneficial results would only gradually 
emerge. Where industrialization according to the Swiss pattern is 
practicable—perhaps in parts of Southeastern Europe, sections of 
North Africa, and some portions of China— two further conditions 
appear to be indispensable to its success. On the one hand the 
industrializing areas will need subsidies until they can get their 
new industries established. These may be tariffs and/or bounties 
and as such are open to the usual objections. “Infant industries” 
are incredibly slow to stand on their own feet. Secondly, the scheme 
presupposes that already industrialized countries will not erect 
tariffs to protect domestic producers from the “new competition.” 
From the point of view of the countries undertaking to industrial- 
ize their economies to improve real standards of living it may ap- 
pear that they are embarking upon a long and uncertain journey 
if they follow the Swiss pattern of industrialization. 

It is the uncertain results of industrialization according to the 
pattern that seeks to maximize effective participation in world 
trade that make industrialization to supply the home market (with 
such exports as are possible of course) the more attractive alterna- 
tive plan to most governments. 

(ii) The arguments used to justify forced industrialization after 
1930 as a remedy for unemployment are likely to be refashioned 
slightly and used to promote industrialization as a device for main- 
taining a stable national income at (acceptably) high levels.^® Secur- 

15 It should also be remembered that the political ‘^spheres of influence” 
which may be established after the war (if not already agreed upon) will have 
a marked bearing upon the type and rapidity of industrialization. 

16 An eminent American writer has recently stated the case for the Nether- 
lands Indies as follows: 'In order to increase stability and to raise living 
standards the unbalanced dependence of the Indies on foreign markets must 
be reduced, even at the cost of damage to the theory of world-wide free trade. 
For this purpose it will be essential to continue and to extend the process of 
diversification of production and of industrialization which the Dutch have 
begun, particularly in the depression years and as a result of war pressures. 
Under modern conditions no country which relies primarily on the export of 
raw materials can come to even a rough approximation of equality of bar- 
gaining power, and this was brought home to the Indies with tragic force in 
the depression years because of the undue emphasis upon the export of a few 
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ity and stability seem to be more highly prized by individuals and 
by governments alike than they were even a generation ago. A 
lower trend line of income development may be preferred to a 
higher if tire short-time yearly fluctuations in income above and 
below it are significantly eradicated. Hence many countries, espe- 
cially the large raw material producers as in Latin America and the 
Far East which formerly relied on one or two principal exports, 
are likely to desire industrialization as a stabilizer of national in- 
come and employment. The validity of the argument that more 
industrialization will provide greater stability we cannot now pause 
to examine critically. Its potency is already great in a variety of 
circles.” It will draw further support, moreover, from the fact 
that industrialization in some of these countries has already pro- 
ceeded some distance during the present war when they have been 
cut off from their usual suppliers. 

Industrialization to achieve stability will dictate a different pat- 
tern of industrial development than industrialization on the Swiss 
pattern. The types of industries most likely to be developed under 
the stability pattern will doubtless vary from country to country 
and will depend upon its natural resources, its borrowing capacity 
abroad, the character of the population, and last but not least the 
firmness and tenacity with which it embraces industrialization as 
the passport to stability. Two main types of industries are perhaps 
likely to be promoted into existence. First, simple consumers’ goods 
such as textiles, clothing, simple housewares, and the like not re- 
quiring highly skilled labor nor heavy capital investments in rela- 
tion to value of annual product. Second, industries which seek to 


products. If the Indies are to strengthen their position in the world to a 
point where they will be able to maintain an actual independence they must 
be empowered to round out their economy through the use, where necessary, 
of tariffs, quotas, and other similar devices which would give new industries 
and new lines of production an opportunity to develop." Emerson Rupert 
The Netherlands Indies and the United States, Boston, 1942, pp. 81-82. ’ 

ir xhe appeal of the stability argument for industrialization to national 
governments and others is of course many sided. From a political point of view 
not the least important of these is the influence it gives a political authority 
over the development of trade and industry within its own country. Apart 
from some such “practical” motives in the political sphere the stability argu- 
ment has other attractions. One is that results are visible and frequently not 
long delayed. All these are over and above the advantages of the argument 
foun^lons* grounds relating to employment policy on Keynesian 
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develop and partially to fabricate domestic raw materials for local 
consumption. Even low grade iron deposits, for example, will prob- 
ably be opened up and the effort made to nurture a domestic steel 
industry. Around both of these two groups of industries certain 
ancillary industries, such as maintenance and repair, are also likely 
to appear. In general, industrial development to achieve stability 
will in each instance be conditioned and shaped (given the natural 
resources and pre-existing economic development of the country) 
by the availability of capital, and by the skill, literacy, and tempera- 
ment of the people.^® 

Such industrialization schemes are probably impossible without 
subsidies (e.g., tariffs) and in the long run are likely to mean a 
diminution of total world trade in relation to national incomes. 
Whether they will mean a declining aggregate of world trade it is 
quite impossible to determine at present. It will depend partly 
upon how much and for how long protection is necessary and 
partly upon the particular industries developed. Certainly if in- 
dustrialization to achieve stability is also tied in with the hope of 
exporting abroad as much or more than before, then that hope is 
not likely to be fulfilled. No considerable number of countries 
can expect drastically to curtail imports and simultaneously to 
maintain (or raise) exports. The history of the 1930’s seems conclu- 
sive on that point. Finally, we feel constrained at least to mention 
the possible dangers inherent in plans to industrialize a number 
of countries concurrently without anyone being able to foresee the 
probable outcome when all the plans reach fruition. In the writer’s 
judgment no planning body, however staffed with ‘‘experts,” is 
capable of accurate foresight on problems of this magnitude. The 
nationally conceived plans may integrate or be contradictory. No 
one can be sure until they have been at least partially translated 
into realities. 

18 Programs such as these—concentrating on consumers’ goods production 
and semi-processing of raw materials— are envisaged for some of the British 
colonies after the war. Conditions in some of these are apparently extremely 
acute because of population pressure, almost complete reliance on one product, 
and an absence of local industry which means that any rise of income goes 
almost entirely for increased imports. In 1936, for example, Uganda had 80 
per cent of its exports in cotton, the Gambia had 98 per cent in ground-nuts, 
and Fiji 70 per cent in sugar. For an interesting discussion of these problems 
see Ady, P., Colonial Industrialization and British Employment,” Review of 
Economic Studies, Winter, 1943, pp. 42-51. 
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It is too early to know whether industrialization of underindus- 
trialized areas after the war is more likely to follow the Swiss pat- 
tern or the pattern that sets a premium upon stability and security— 
probably some of both, with a predilection for the latter. The con- 
sequences in terms of world trade, balance of payments, capital ex- 
ports, international repercussions, etc., are clearly not such as to 
make it a matter of indifference.’-® 

(iii) It is self-evident that the problems of planned industrializa- 
tion and development will be partially shaped by peculiar local 
conditions. Guatemala is not Roumania and China differs from 
Brazil. The present essay cannot explore these important differ- 
ences. Special studies are obviously necessary. But we may briefly 
mention some of the problems that seem to confront a number of 
agi'icultural countries which will be seeking to industrialize. 

” The problem that many agricultural countries desiring to indus- 
" trialize have in common can be baldly stated as follows. The agri- 
cultural population has a low standard of living because there are 
too many people in agriculture and hence their individual pro- 
ductivity is exceedingly low. But any improvement in productivity 
tends to be gobbled up in increased population rather than in 
improved living standards. In Southeastern Europe and parts of 
the Orient (including some British colonies) these Malthusian 
tendencies appear to be so strong as almost to nullify any bene- 
ficial effects that industrialization might have in raising living 

W Some of the announced postwar plans are extremely ambitious. One plan 
for India, for example, looks forward to tripling the national income in fifteen 
years. See the highly critical article by Iyengar, S. K., “Industrialization and 
Agriculture in India,” Economic Journal, June-September, 1944, p aoi The 
so-called "Bombay Plan” calls for an investment of $30 billion in fifteen yearn 
The Hon. Raja Dharain Karan Bahadur is quoted concerning this plan in part 
as follows: “. . . since the advent of the present war, with its unbounded 
possibilities and the entire change-over from man-power to mechanization it is 
realized that India must be made self-supporting. Improvement in the technique 
of production, viz., employment of mechanical methods and the use of chemical 
fertilisers, is necessary to bring about increase in the yield of particular crops 
and the raising of better and more remunerative crops. Our agriculture must 
therefore be strengthened by the supply of cheap machinery for which a 
machine tool industry is a sine qua non. This can be done with a large-scale 
manufacture of iron and steel. . . .” As quoted by Iyengar, op cit p iqo 
These remarks, in places, suggest industrialization with a view to avoiding 
mtemational trade rather than the reverse. ® 
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standards.2^ Displacing people from agriculture to industry only 
seems to up the rate of increase in the agricultural population 
and ultimately leave matters much as they were. 

In Southeastern Europe the productivity of labor, although ap- 
parently greater in industry than in agriculture, is yet appreciably 
below the productivity of labor in industry in the more highly 
developed industrial countries. Consequently in the agricultural 
countries domestic industry can only develop to any extent if af- 
forded extreme protection. And even then its (domestic) market 
would be limited by the low incomes of the bulk of the population 
which are drawn from agriculture. But being less efficient and 
having a limited market, home-manufactured industrial goods 
would tend to be high priced in comparison to the imported goods 
so that, at least immediately, and probably for a considerable time, 
the people would be made worse and not better off by domestic 
industrialization. 

These problems seem to be complicated in Southeastern Europe 
by the added difficulty that the staple agricultural crops are there 
produced at a high cost in comparison with the same crops im- 
ported into Europe from the New World. Consequently to obtain 
a European market for their agricultural products these countries 
in Southeastern Europe are almost forced to permit imports of 
manufactured goods rather than to develop home industry by vir- 
tually prohibitive tariffs. Hence agriculture cannot contract unless 
industry greatly expands and industry cannot expand without a 
protective tariff that would be likely to impoverish agriculture still 
further. A variety of schemes of course have been proposed to 
solve this dilemma: land reform, diversification of agriculture, 
shifts in the type of crop, improved marketing policies, producers' 
cooperatives, and others. But they all seem to leave something to 

20 “Although Eastern Europe from the Baltic to the Adriatic and Black Sea 
is not very densely populated, there is an agricultural over>popuIation in this 
region. That is to say, a greater number of people live on one unit of the 
cultivated surface than are required to work on it or than can possibly attain 
a decent standard of living from it. This phenomenon has grown to such an 
extent in Poland, Roumania, Yugoslavia, Greece, in the eastern parts of Czecho- 
slovakia (Slovakia) and in the mountainous parts of Austria, that it now repre- 
sents one of the gravest social and economic problems of this region.*’ Bicanic, 
R., in Bulletin of the Commission to Study the Organization of Peace, Vol. Ill, 
No. 1 and 2 (January-February, 1943), p. 5. 
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be desired or to require such drastic political and economic changes 
elsewhere that their efficacy is at least questionable. In any case it 
would be naive in the extreme to suppose that simple industrial- 
ization through foreign borrowing will suffice to eradicate the 
major difficulties.^^ 

We mention these problems of the industrialization of agricul- 
tural areas not to suggest that ‘‘nothing can be done"' but to em- 
phasize that the whole pattern of planned industrialization will 
often be a much more complicated arrangement than at first ap- 
pears. It will not be simply a matter of making “capital” available 
with smooth sailing for all interested parties from there on in. 

(iv) It remains to add a word or two concerning “development” 
schemes and investments. As already suggested, if the argument 
for industrialization is predicated upon improving real standards 
of living one can progress easily to the contention that certain 
other projects other than industrial investments in the usual sense 
will contribute as much or more to the raising of living standards. 
In general language the argument would be for projects having a 
high social net productivity but perhaps a low private net pro- 
ductivity. No private enterprise could afford to undertake them 
but their contribution to aggregate productivity might be large. 

Perhaps the epitome of such projects from a technical point of 
view is the TVA in the United States or the Dnieperstroy dam in 
Russia. Integrated transportation schemes, harbor developments, 
hydroelectric power installations, irrigation projects, and flood 
control schemes are other examples. In the main such projects are 
perhaps too large and their benefits too widely diffused to be un- 
dertaken by private individuals seeking money profits. If they are 
undertaken at all they will have to be wholly or partly under the 
auspices of the State,^^ 

If one labels an “investment” to be anything likely to contribute 

21 Cf. Basch, A-, The Danube Basin and the German Economic Sphere, New 
York, 1943, passim, Frankel, op. cit., Rosenstein-Rodan, P. N., “Problems of 
Industrialization of Eastern and Southeastern Europe/' Economic Journal, June- 
Septeraber, 1943, PP- 202-211. 

22 A private survey of the “necessary” investments in Poland mostly of a 
nature that could be termed economic development will be found in Wellisz, 
L,, Foreign Capital in Poland, London, 1938, Ch. IV. Of the public works 
deemed essential and listed about 45 per cent was to go for general electrifica- 
tion works and about 30 per cent for highway construction. P. 198. 
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to the improvement of productivity and standards of living the con- 
cept becomes amazingly flexible and extensible. It is an easy step 
from the conclusion that an irrigation project is a proper public 
investment to the view that planned technical education programs 
are also an ‘‘investment.’' For, it can be argued, if flood control 
and a steady water supply will increase per capita productivity so 
also will training people to be better farmers, more skilled stock- 
raisers, or tolerable mechanics. Finally, it may be urged that the 
process is not always one directional: improved health and sanita- 
tion, and possibly housing, would make the population more pro- 
ductive by first raising their living standards. When one moves 
into projects of this kind it is not difficult to go a long distance. 
The number of “investment projects” that might be undertaken 
is legion and their aggregate cost truly enormous. There are almost 
no limits to “investment outlets abroad” when the term is so used. 

But before passing too rapidly into a contemplation of the num- 
ber of “useful” or “beneficial” development projects that might 
be undertaken over the earth’s surface it is well to remember that 
these entail a cost. And it is reasonable to point out that there 
must be some correspondence between the prospective returns 
(benefits) and the cost of acquiring them. Without endeavoring to 
suggest yardsticks for this problem we may make one observation. 
According to Colin Clark’s figures the combined national incomes 
of Hungary, Greece, and Rumania averaged about $3.59 billions 
of dollars on the average for period 1925-34.^^ The cost of the con- 
struction work and installations on the TVA project was something 
over $700,000,000. The writer is far from sure what the full mean- 
ing of this comparison is. He is certain, however, that much that 
is technically or physically possible for improving areas with low 
standards of living entails a cost that is far beyond the capacity of 
such economies even to maintain, much less to build.^^ 

23 op. cit.j p. 40. 

24 The word cost is here used loosely. The ‘"cost” of such projects could be 
“too large*' in relation to the national income, in comparison to the benefits 
to be had from alternative uses of productive resources, or, if financed by 
foreign borrowings, too large in relation to resulting exports and the balance 
of payments burden. Without stopping to explore these, some proposed de- 
velopment projects seem to be “too costly*' on all three counts. 
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III. THE CONSEQUENCES OF 
INDUSTRIALIZATION 

We have already remarked on the impossibility of predicting the 
probable consequences of planned industrialization undertaken 
simultaneously in numerous countries. There are too many un- 
knowns even to guess at the order of development. It is useful, 
however, to observe what some of these unknowns are. 

We have suggested that industrialization of backward areas could 
proceed either on the hope of improving real incomes through 
participation in world trade, or alternatively, industrialization 
might be pushed with the objective of stabilizing domestic employ- 
ment and national income, even, if necessary, at a lower level. In- 
dustrialization on the first pattern would tend towards the pro- 
gressive specialization of production and the growth of interna- 
tional trade. Industrialization for stability would almost certainly 
lead in the opposite direction on both counts.^^ 

It would be naive, of course, to assume that after the war either 
plan of industrialization will be followed by industrializing coun- 
tries with unswerving fidelity. But as the schemes unfold they will 
probably be a facsimile of one plan or the other. Though indus- 
trialization for stability seems the more probable course at present, 
it is too early to tell which will ultimately dominate. 

j. Relation between Reconstruction and Industrialization of Underdeveloped 
Areas 

Industrialization of underdeveloped areas and economic recon- 
struction are more closely interrelated than might at first appear. 
For the pattern of industrialization will be at least partially molded 
by the form that economic reconstruction assumes. 

After 1918 the economic organization of world trade and pro- 
duction never reassumed the pattern it displayed in 1914. Some 
efforts to push it in that direction occurred spasmodically up to 

25 At least this would be true in the long run. While industrialization was 
in progress world trade might show an upward t^end, especially if industrial- 
ization were assisted by foreign lending. 
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1929 or even 1931. But after 1933 main drift in world trade 
was towards bilateralism, self-sufficiency, and a submission to mili- 
j tary requirements. 

f World War II has been in session more than five years at present 

writing. The economic changes since 1939 far exceed those that 
transpired between 1914 and 1918. In the British dominions and 
India industrialization has proceeded apace under the scourge of 
I war necessity. The severance of customary trade channels and the 

American program of hemispheric defense, have also caused much 
industrialization since 1939. These changes are likely to be prema- 
nent. Europe, on the other hand, has been forced to resort to new 
methods of production, to new materials, and to synthetics as stock- 
piles dwindled and overseas imports fell to a trickle. Military 
i strategy also seems to have imposed some migration of industry. 

The undermaintenance of productive capacity and the accumula- 
tion of physical destruction in Europe will add their complications 
j to the changes already mentioned. 

The longer term consequences of these changes in Europe and 
the rest of the world since 1939 are that reconstruction cannot be 
simply a matter of re-establishing the economic organization of 
1939. Reconstruction cannot disregard what has occurred during 
the war. The avenues by which Europe traded with the rest of the 
world to provide its relatively high standard of living will be at 
least partially blocked by the industrial and technological changes 
that will be a residue from the war. It will not be a case of restor- 
ing a complicated network that once existed, but of trying to devise 
I a partially new system that can integrate with the developments 

already achieved in other parts of the world. And the changes 
already achieved are only part of the problem; there are others 
in prospect, such as deliberate industrialization schemes, which 
must also be taken into account. In other words, perhaps economic 
reconstruction also needs a scheme of planned industrial and eco- 
nomic development which somehow dovetails with the permanent 
changes imposed by the war and the proposed schemes for the in- 
dustrialization of “underdeveloped” areas. 

What adjustment to long term changes of this kind is envisaged 
in the plans for economic reconstruction is not self-evident. Will 
reconstruction (in itself partly a scheme for industrialization) be 
pushed towards the objective of international specialization or to- 
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wards stability and even national self-sufficiency? Of course there 
are no answers to such questions now. Yet it is obvious that the 
consequences of planned economic development outside of indus- 
trial Europe and the United States will be partially determined 
by the economic objectives that guide reconstruction. It is con- 
ceivable that the strong trend towards national economic self- 
sufficiency that dominated economic policy after 1929 may reassert 
itself in reconstruction. The reasons may be different from those 
of 1953-1939 of course. Instead of military might and fear as the 
propelling motive it may be full employment policy and technical 
change that will block any genuine international specialization 
and derivative trade.^^ At least it is not axiomatic that economic 
reconstruction will be dominated throughout by the objective of 
maximizing participation in world trade. Consequently the pattern 
and effects of planned economic development in the world's low 
income areas are not now discernible. 

Thus it is apparent that economic reconstruction in the present 
war areas and planned economic development in low income coun- 
tries are not two wholly separate problems. They are logically and 
historically interrelated, and, to a degree, interdependent. If recon- 
struction in the industrial sphere should be draped over a frame- 
work of beneficent autarchy in economic matters, then the indus- 
trialization of backward areas will almost certainly turn towards 
self-sufficiency also. The legacy of economic changes bequeathed by 
the war seems to push in this direction. But possibly longer term 
considerations will influence economic policy in and between na- 
tions in this respect more than now appears on the surface. 

2 , Relevance of Political Factors 

This essay cannot explore political issues and complications. 
But one must note in passing that economic reconstruction and 
planned industrial development after the war are unlikely to be 

26 For an interesting argument that technical developments are tending to 
make for a long term shrinkage in international trade see Lowe, Adolph, ‘‘The 
Trend in 'World Economics,” American Journal of Economics and Sodology, 
Vol. Ill, pp. 419-433. It seems to the writer, however, that the technical argu- 
ment IS not conclusive in itself. Even though synthetics and other developments 
may make industrialism nearly an ubiquitous possibility international trade 
could still assume large proportions if the nadons thought it worth its cost. 
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unaffected by political realities. Wherever one turns— France, Cen- 
tral Europe, the Balkans, the Orient— the political uncertainties 
are baffling. And the progress of the war on the several fronts seems 
not to brush away the fog.27 It sometimes seems as if international 
policies were becoming progressively more murky. 

Yet however annoying these political uncertainties may be, they 
are inescapable. Fortunately in economic affairs there is often a 
hard understructure which limits the range of feasible choice in 
political solutions to economic problems. In a measure this gen- 
eralization applies to economic reconstruction and deliberate in- 
dustrialization after the war. 


IV. SUMMARY 

It would be presumptuous to pretend that the foregoing com- 
ments on the economic aspects of industrialization had done more 
than brush the surface of that complex subject. But perhaps 
enough has been suggested to fit the problem into the larger frame- 
work of postwar international investment. In this setting it seems 
to the writer that there are two or tliree cautions that are in danger 
of being disregarded in the laudable enthusiasm for a better post- 
war world. In the first place there seems to be too easy an assump- 
tion that deliberate industrialization after the war will raise real 
incomes and increase world trade. But we have tried to show that 
only industrialization on one of two possible broad patterns would 
necessarily promote international specialization and trade. And 
that there was no guarantee that deliberate industrialization would 
inevitably take this form. We also sought to emphasize the close 
interconnection between the answer to this question and the mo- 
tives dominating economic reconstruction after the war. 

If industrialization and economic development in backward areas 
are to be financed in part by foreign lending the pattern of de- 
velopment is not a minor issue. For industrialization looking to- 

27 When one reflects upon it, it is astounding the degree to which the 
world’s future seems to hinge upon perhaps a dozen persons- The death of 
the key figure in the United States, Great Britain, Russia, Germany, or China 
could conceivably produce changes of enormous consequence that are scarcely 
discernible in advance at all. Such a key position for a few individuals seems 
to be almost unique in the world’s history. [The news of the untimely death of 
IJresident Roosevelt comes as I read the proof sheets.] 
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wards national economic self-suiEciency, and welfare investments 
that increase real consumption, are not designed to swell exports 
from the borrowing countries. But exports of goods and services 
are the means of meeting interest and principal charges on sums 
borrowed abroad. Hence there must be some connection between 
the character of the investments undertaken in an industrialization 
or development program and the foreign loan obligations assumed. 

In point of fact this connection is more complicated than one 
might suppose. Its exploration both in connection with industrial- 
ization and reconstruction is the task of the next chapter. 



FOREIGN BORROWING IN 
RELATION TO RECON- 
STRUCTION AND INDUS- 
TRIAL DEVELOPMENT 


The previous chapters have described some of the relationships 
between real capital resources and the task of rehabilitation and 
industrialization. The main emphasis was upon the “real’* changes 
involved, the alternative patterns that these might assume, and 
what the latter might signify for the countries directly concerned 
and the world at large. 

The financial aspects of rehabilitation, industrialization, and 
development schemes were not considered. In particular, no analy- 
sis was made of the relation between the form of increased capital 
intensity and the manner and degree to which these are “financed” 
by foreign borrowings. These are the topics of the present chapter. 
We first examine the relationship between foreign borrowings and 
total capital investment within the country rehabilitating or in- 
dustrializing. We next consider the different effects, in relation to 
the balance of payments, of various types of investment projects. 
Finally, we try to point out certain inherent problems that will 
require careful handling if exchange difficulties are not to throw 
the whole program out of gear. 

I. DOMESTIC INVESTMENT AND FOREIGN 
BORROWING 

Our discussion of real capital in Chapters II and III and of re- 
, habilitation and industrialization in Chapters IV and V have 
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shown that a large part of real capital consists of . items that can 
^only be produced with domestic economic resources. Machinery 
can be imported but buildings have to be fabricated on the spot. 
Nevertheless some things will have to come from abroad where 
projects of capital intensification are undertaken. And these may 
be paid for concurrently by an excess of exports over ^'necessary’' 
imports of other kinds, or they may be acquired through net bor- 
rowing from abroad. Borrowing abroad allows a net increment in 
a country’s imports. But this relationship between domestic capital 
investment and the "^demand for imported goods will bear further 
analysis.^ 

j. Investment Activity and the Foreign Exchange Drain 

Let us assume that a country is determined to increase its real 
capital either for industrial development or rehabilitation and that 
the authorities realize that in the main they must use domestic 
resources. Let us assume further that they are willing to float loans 
at home to ‘^finance’' the capital development. 2 To make the case 
concrete let us suppose that a large hydroelectric power scheme is 
the central development to be undertaken. What will be the se- 
quence of events? 

I® If unemployment prevails in the country the increased govern- 
^ment spending to construct the power project must appear as in- 
creased income to people within the country.® Unemployment will 
decline. Incomes will rise. The power project will begin to take 
on reality. Rising employment and incomes will mean increased 
money expenditures in the economy as a whole. People buy more 
ultimate consumption goods. Merchants need to replenish their 
stocks. Factories expand their production. ‘*The State of trade” 

iTke present section owes much to the brilliant article by Polak. J. J., 
“Balance of Payments Problems of Countries Reconstructing with the Help of 
Foreign Loans," Quarterly Journal of Economics, February, 1943, pp. 208-240. 

2 We assume here that the projects for capital augmentation are undertaken 
by public authority. The sequence of development would be the same if the 
projects were initiated by private enterprise from borrowings within the country. 
We use the assumption of public borrowings because it simplifies the presenta- 
tion. Nothing of importance depends upon it in the present connection. 

8 We assume here a net increase in investment. That is, the government 
project is not in place of private investment of an equal amount nor does it 
inhibit private investment of an equal expenditure. 
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improves all along the line. There may even be some price in- 
creases distributed unevenly over the economy. 

But before long difficulties may appear. The boom in trade will 
mean an increased demand for goods from abroad. People want 
more goods in general, and some of these goods are foreign made. 
Factories will be producing more: they will need more raw ma- 
terials, supplies, and machine parts. Some of these will have to 
come from abroad. Moreover, some domestic goods, which were 
both exported and consumed at home, will be taken in larger 
quantities by the country's nationals. The net effect will be for 
imports to rise relative to exports and for a shortage of foreign 
exchange to develop. And insofar as prices rise at home relative to 
those abroad these tendencies will be accentuated still further.^ 

It is necessary to emphasize why the exchange difficulties appear. 
They appear because the rising incomes and employment spill over 
in an increased demand for foreign goods.® The government-spon- 
sored investment in the hydroelectric project forces up incomes, 
and the higher incomes mean an increased demand for goods in 
general, including goods from abroad. Hence it is the rise in 
income, consequent upon increased investment, that causes trouble 
if no precautions are taken beforehand. Greater investment, higher^! 
i ncomes, m ore imports, shortage of foreign exchange is the causal | 
sequence.® 

While it is the greater investment that causes foreign exchanged 
difficulties it is well to note that the drain on the foreign exchange! 
is likely to be partly direct and partly circuitous. The investment! 

4 In what follows we use the phrase ‘‘exchange difficulties” to cover all prob- 
lems taking the form of a shortage of balances abroad. These are always being 
currently depleted and restored and it is the accretion of foreign exchange 
from exports and borrowing in relation to its depletion because of imports 
and debt payments (interest, service charges, etc.) that determines the “balance” 
at any point in time, 

5 If the investment project is undertaken when substantially full employment 
prevails the sequence works itself out through price changes in which the 
hydro project draws laborers and supplies from other uses by competitive 
bidding. A price inflation would ensue and the process of development leading 
to troubles with the foreign balance would follow the familiar lines of classical 
theory. 

6 As Polak has shown (see note i, p. 96), the rate of interest on the foreign 
borrowings makes surprisingly little difference in the magnitude of the ex- 
change problem. 
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projects themselves will require (perhaps) special machinery from 
abroad. These expenditures are an obvious and direct drain on 
foreign exchange which has to be provided for. The indirect drain 
on the foreign exchange balance arises from the fact that as incomes 
rise some of the increased income goes for imported goods. This 
“circuitous” drain is not all felt at once and it will often be diffi- 
cult to predict in advance just what specific goods will be imported. 
It will depend upon buyers’ tastes and relative prices of domestic 
and foreign goods. But consumption goods in the quasi-luxury 
class are a strong possibility. 

Foreign borrowing is one means of providing for the direct and 
indirect drain upon foreign exchange that is almost certain to 
occur when investment increases. If the domestic investment is 

wholly or partially initiated by a foreign loan 'the country, from 

one point of view, provides for this contingency in advance. The 
necessity for so doing is the more obvious, of course, the more 
nearly the domestic investment project (or boom) is technically 
dependent upon goods from abroad. Here the direct connection 
between the investment project and increased purchases abroad 
is apparent from the first. And fo r oth er than highly deyeloped 
' countries domesticjnvestinent projects are likely to be 

i highly dependent ^technicaiiy upon other countries. The consc; 
quence is that a small country which is trying to industrialize may 
^ well hesitate to push an investment boom through credit expan- 
^sion at home because a large direct drain on its foreign exchange 

(balance js sure to develop. — 

The circuitous drain on foreign exchange, already mentioned, 
is no less important than the direct drain. Indeed it may be the 
more dangerous of the two because its workings are reasonably 
certain but less obvious in advance. An economically sophisticated 
government might desire a loan even though its investment project 
did not directly require any imported goods whatever. For it would 
realize that part of the rising national money income would be 
directed towards the purchase of foreign goods and would there- 
fore draw down the country’s foreign exchange balances. 

A country in which investment is proceeding at a more rapid 
rate than the rest of the world will encounter a rising demand for 


INVESTMENT AND BORROWING 99 


imports/ Given the domestic multiplier, the demand for imports^ 
will be related, on the one hand, to the aggregate investment under- 
taken and, on the other, to the relationship between increments 
in national income and the proportion thereof expended for for- 
eign goods. Given the “marginal propensity to import” the total in-| 
creased demand for imports will depend upon how much invest-^ 
ment is undertaken.^ For any given amount of investment more 
imports will be demanded the greater the preference (for whatever . 
reason) people have for foreign goods. Hence the important rela- 
tionship is not how much of the investment is financed at home, 
arid how much abroad. Rather it is the relationship between total 
investment, total foreign borrowings, and the marginal propensity 
to Import. ^ 

The amount that needs to be borrowed abroad to carry through 
the investment project can be minimized by appropriate trade re- 
strictions. For while machinery and supplies— such as dynamos and 
generators for our hydroelectric project— are indispensable to the 
success of the investment project the same cannot be said of many 
consumption goods that will almost certainly be imported if people 
simply spend their incomes as they please. In other words, the 
direct drain on the foreign balance because investment is being in- 
creased is a “necessary” expenditure. The “circuitous” drain adds 
nothing to the completion of the investment project. And to that 
extent it is optional whether the State allows it to develop or not. 
If the industrializing country is determined to minimize its foreign | 
borrowings it can do so in part by not allowing consumption goods | 
to be imported a£ all. Scarce fpreign e^^^ is reserved for iui- 1 

portan^t uses^ Russia is of course the outstanding instance iii * 
modern times of a country following such a policy. If she needed 

7 Insofar as the country is not increasing its investment more rapidly than 
other countries, no particular exchange difficulties need arise. For the increased 
imports are likely to be matched by increased exports. Indeed a country 
planning to time its industrialization so as to minimize exchange difficulties 
would do well to lag a little behind the upward movement of investment and 
income in the rest of the world. For in that case it would always have a 
cushion of additional foreign exchange on which to rest its program. 

8 The “marginal propensity to import’' is simply the ratio of the increment 
in imports to the increment in income in the economy as a whole. It ob- 
viously will not be constant for all levels of income for any one country. And 
it will certainly vary widely between countries. In the U.S.A., for example, 

^ it would be comparatively low; in Bermuda certainly quite high. 
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^machinery she imported it. But silk stockings and trips abroad 
were not available even though people might have had money to 
pay for them. Hence how much a country needs to borrow to in- 
dustrialize depends partly upon how rigidly it wants to restrict 
j freedom of consumers’ choice. 

To recapitulate. The drain on the foreign balance depends upon 
how much investment is undertaken in to to and the marginal 
propensity to import. The drain on the foreign exchange balance 
determines how much the country will have to borrow abroad or 
increase its exports. But the drain can be restricted, and hence the 
borrowings minimized by eliminating the circuitous drain that in 
the absence of restraints will go largely for dispensable imports. 
Finally, a country that was determined to place itself on iron 
rations might carry through sizable investment projects without 
any foreign borrowing at all. And, within fairly broad limits, this 
statement stands even though some machinery or other such goods 
had to be obtained from abroad. They could be paid for by cur- 
rent exports. 

The foregoing discussion has been general in character and ap- 
plies almost equally to economic reconstruction projects or to in- 
dustrialization and development schemes for low-income areas. 
fihe main differences between^hem will lie in the relat^ between 

increments in imports and in the naturg 
of the projects undertaken. But from the point of view of what 
iiappens economically and the causal sequences involved, there ^e 
more similarities than differences. 

2 . Sequence of Developments Occasioning Foreign Exchange Difficulties 

The above discussion of the relationship between investment and 
imports and the drain upon foreign exchange holdings was in a 
measure unrealistic. More particularly our presentation ran in 
terms of one investment project and (ostensibly) one borrowing 
operation abroad. It was episodic. A more accurate formulation 
would be in terms of a “stream’" of investment and a “stream” of 
lending, A series (stream) of investments and borrowings over time 
is indeed what is likely to occur after the war. 

To recast the previous analysis in terms more descriptive of flow 
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phenomena appears to be unnecessary.® But a modification or two 
will avoid wrong inferences. 

The main difference in the results of a sequence analysis cast in 
flow terms is that the foreign exchange difficulties will not appear 

so soon. For a time new borrowings .abroad will be more than 

adequate to meet any direct or circuitous foreign exchange drain 
that will occur. The drain willjpnly be some fraction of the amount 
of new investment undertaken in any case. If new borrowings are 
continually being undertaken, the drain on the foreign exchange 
balance will be regularly replenished and no difficulties need arise. 
Although more draughts are taken from the bucket, the water level 
need not fall and may even rise. But unless fresh loans are to be 
continually granted, trouble is bound to arise sooner or later. The 
drain will continue to grow while the replenishments at some 
point begin to decline and perhaps ultimately cease altogether. 

One other concession to realism is also necessary. We have spoken 
usually as if the foreign borrowing occurred simultaneously with 
the initiation of the investment project. In fact this may not be the 
way in which events occur. The investment projects may be ^ 
launched ,„and ,.. the „ n^^ imports purchased on short-termi. : 

credit. Otlier imports are also bought qh short-term credit. It wilJL , 
then be discovered that the country has a foreign-exchange prob- | 
lem. Negotiations with bankers will be opened and the country 
will “fund'" its short-term indebtedness. Only then is there any 
formal borrowing such as was implied in our discussion.^® But the 
essence is the same. The external form is not of crucial importance. 

11. TYPES OF INVESTMENT AND EXCHANGE 
DIFFICULTIES 

We have seen in Section I that a . country may get into exchange 
difficulties if the total investment it undertakes is too large relative 
to the amount it borrowed abroad to care for the direct and in- 

9 One could think of our case of the initial investment in the hydroelectric 
project as a series of small investments over time and transpose the discussion 
easily enough into flow analysis. 

10 Such a sequence is commonplace in private finance. See Dewing, A. S., 
Financial Policy of Corporations, 4th ed.. New York, 1941, pp. 1083-5. 
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direct drain upon its foreign balance. We have now to consider 
whether the particular form the new investments assume as capital 
goods at all affects the country’s ability to meet its foreign obliga- 
tions. In other words, after the capital goods are turning out prod- 
ucts and services does it make any difference what kind of goods 
these are? Are all goods equally satisfactory from the point of view 
of servicing the foreign loan? While a negative answer seems 
obvious the question is yet worth examining. 

I. Home Investment and the Drain on the Foreign Exchange Balance 

Various classifications of a country’s industries in relation to in- 
ternational trade and finance have been developed from time to 
time. Mr. Harrod’s A, B, and C goods classification is useful but not 
particularly pertinent in the present context.^^ Qpr interests center 
upon the effect of establishing different industries upon the foreign 
exchange balance rather than upon the factors determining na- 
tional price levels^ Here a threefold distinction of Polak’s seems 
appropriate. Type I investments are those which contribute to 
the foreign exchange balance. Type II are neutral in this regard. 
And Type III are those investments which diminish the foreign 
balance.^3 xhe effect upon the foreign balance is of course the net 
effect of the particular industry (xna investment) upon exports and 
imports of the particular country. 

11 For the sake of simplicity we assume that “service charges” on the loan 
include some regular repayment of principal—a sort of F.H.A. amortization 
scheme. 

12 Cf. Harrod, R. F., International Economics, Rev. Ed., London, 1939', pp. 
60-63 and passim, “A” goods are those having an international market with 
standard grades with almost no product differentiation, “B” goods are specialties 
with considerable product variation but still moving in international trade. 
“C” goods cannot enter into international trade at all; they are domestic goods 
entirely. Some goods are combinations, of course. 

13 Cf. Polak, op. cit., pp. 216-217, where the three types are defined specifi- 
cally as follows: 

“Type I 'Goods [including services] additionally sold for export or sold on 
the domestic market in place of goods previously imported.’ 

“Type n 'Goods sold on the home market replacing similar goods previously 
sold on the home market, and goods sold abroad replacing similar goods pre- 
viously sold abroad.’ 

“Type III ‘Goods sold on the home market in addition to those previously 
sold, and in excess of the increase in demand owing to the rise in incomes,’ ” 
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Let us emphasize that we are now concerned with the contribu- 
tion different types of industries (and hence investments) may be 
expected to make to the foreign balance once they have been estab- 
lished. The transitional effects are not our concern here.^^ 

Type I investments call into existence industries which either 
take the place of goods previously imported from abroad— such as 
consumers' goods in apparel, processed foods, etc.— or make goods 
for export in excess of what was previously sold abroad. In either 
case the completion of the investment and the subsequent opera- 
tion of the industry increases the foreign exchange balance. If 
Canada, having established more packing plants, exports dressed 
meat and hides to the United States instead of live animals, then 
presumably its foreign-exchange position is strengthened. And the 
reader can think of other examples of the same type of invest- 
ment. Indeed much of the investment on private account in times 
past has been of this sort. 

Type II investments are mainly those made in respo 
nical improvements in production methods or because already 
installed capital equipment is worn out. Many investments of this 
sort are likely to occur iii countries where capital has been under- 
maintained during the war and where known techniques are far 
ahead of established methods. Such investments may occur either 
in domestic industries or in the export industries. Their contribu- 
tion to the foreign balance is indeterminate since the new products 
sold abroad or consumed at home may be cheaper or more expen- 
sive than those they replace. It seems best to assume that such in- 
vestments are neutral in terms of their effect upon the foreign 
balance.^® 

14 We may note in passing, however, that the transitional effects of all three 
types upon the foreign balance are essentially the same. They each create an 
indirect drain because they increase incomes. And the direct drain need not 
necessarily be any different. In view of the type of industries likely to be in 
Type III, however. Type III investments perhaps are likely to occasion a smaller 
direct drain than, say. Type I. In Type III investments—public service indus- 
tries, development projects, etc.— perhaps more of the total assets will have to 
be constructed on the spot. 

15 A serious problem will arise in this connection for some European coun- 
tries after the war. Prior to 1939 they financed their imports of raw materials 
and food by exports of manufactured goods. But the war has cut off their 
normal export markets. Meanwhile in these foreign markets domestic manu- 
factures have grown up and when the war ends the demand for imported goods 

, (of certain kinds) will be notably less and often non-existent. Consequently it 
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Type III investments are those which add nothing to the foreign 
balance; at least they add nothing directly.=^® These are the in- 
dustries whose products by their very nature are not exportable. 
Perhaps as a class they are “service industries'’ rather than indus- 
tries yielding a physical product Tramways, railroads, irrigation 
projects, harbor developments, flood control schemes, water supply, 
ice plants, and public utilities generally are one type. Another type, 
however, is slum clearance, health measures, and housing projects. 
The latter might perhaps be called “welfare” investments. At least 
the former are more nearly “productive” in the traditional sense 
and may be conveniently so labeled. 

While Type III productive investments may add nothing directly 
to the available foreign balance, their indirect contribution may 
be substantial.^^ No one familiar with American economic history 
would deny the enormous indirect influence of the canals and 
railroads in making exports possible. And the history of other 
countries tells the same story. Similarly, making power available 
will often be the prerequisite to the development of an important 
export industry. Irrigation projects may increase agricultural pro- 
duction and hence contribute to the foreign balance. Thus, Type 
III productive investments may indirectly enhance the foreign 
balance by enhancing the yield in other industries. An example 
would be an oil pipeline which allowed oil from wells in the in- 
terior to be exported. 

Type III “welfare” investments either add nothing to the foreign 
balance or their indirect contribution is so remote that it would 

may be folly to attempt to “restore” such export industries in certain parts 
of Europe even though they have been destroyed or virtually reduced to junk 
through undermaintenance. There will be shrunken markets abroad for their 
output. By the same token imports, in the absence of exports, cannot be as 
large as before. The European standard of living may be permanently dropped 
to a lower level as a consequence. Europe may not- be able to export as much ■ 
of its skilled labor in the form of manufactured goods simply because during 
the war the rest of the world has been (partially) able to supply its own 
needs. In the British Dominions, Latin America, and the Near East these de- 
velopments have been notable. Hence to try to “reconstruct’' Europe on the 
old pattern of exports may be an error of the first magnitude. 

10 Type III investments are almost coextensive with Mr. Harrod’s “C” goods 
industries. ° 

y lylt seems to the writer that Polak underestimates the importance of the 
indirect effects of Type III productive investments upon the foreion balance 
Cf. op, cit, p. S19. ° 
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be hazardous to rely upon it. While one might argue that better 
housing would increase the productivity of the workers and hence 
available exports, a realistic view would regard the causal chain 
here as thin and tenuous. 

Hence while some Type III productive investments may indi- 
rectly contribute to the foreign balance, the welfare Type III in- 
vestments cannot be expected to add anything directly or indirectly 
to the foreign exchange made available. The net effect will ob- 
viously depend upon the division of the total between productive 
and welfare Type III investments.^® 

2. Exportable Goods and Home Investment 

Let us now tie together the operational effects in terms of the 
foreign balance of Investments I, II, and IIL 

After the investments have been completed and the projects are 
in operation all three types yield income to the amount of the 
value of their product. This income will consist of the distributive 
shares wages, interest, rent, and profits. Their expenditure by the 
recipients, however, will partially result in an increased demand for 
foreign goods in an amount determined by the marginal propensity 
import at that level of income. Thus it is that the operation of 
these new industries will tend to increase imports because the in- 
come receivers will spend their incomes partly upon imported 
goods. But what is the contribution of the operation of these dif- 
ferent industries to the foreign exchange balance? The answer seems 
reasonably clear. Type I industries either increase exports or dimin- 
ish imports so that they make for an increase in the foreign bal- 
ance. Type II is indeterminate so that we have to set its effect at 
zero. Type III yields no product salable abroad. Hence only Type 
I in its operations offsets the increased imports induced by the 
greater income it generates. The operations of Type III diminish 
the foreign balance: Type II is indeterminate. 

If the foregoing analysis is correct it follows that a country which 
is rehabilitating or deliberately industrializing can get into difficulty 
by having too large a proportion of Type III investments relative 

18 It might have been better to include those Type III productive invest- 
ments which indirectly raise exports in Type I. But after consideration it 
seems less confusing to present the analysis as above. 
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to Type L For insufficient new exports (or diminished imports) 
would be developed out of the projects to pay for the larger im- 
ports that the higher level of income (output) in the economy 
would induce. Conversely if investment were heavily concentrated 
in projects of Type I no foreign exchange difficulties would prob- 
ably emerge. For while the larger income generates larger imports 
the output is of a kind that contributes to the foreign balance in 
an amount equal to its value. Since the marginal propensity to 
import will certainly be less than unity, a net gain in the foreign 
balance is almost certain to emerge. No foreign exchange diffi- 
culties arise. 

It is of the utmost importance to emphasize that the analysis in 
the previous paragraphs is independent of whether the country has 
borrowed abroad or not. If it has, of course additional claims on 
the foreign balance are necessarily established by the service costs 
on the debt. But a country which received a gift from abroad or 
one which did not borrow at all could alike encounter foreign 
exchange difficulties after the investment program had been com- 
pleted if too large a fraction of the total investments were of 
Type III.^^ 

5. Capital Investment and Capital Intensity 

In Chapter II we noted that there were enormous differences 
between industries in their degree of ''capital intensity”: the ratio 
of total capital investment to the annual value of product. These 
differences have a pertinence in the present discussion of foreign 
exchange difficulties arising out of reconstruction or industrial de- 
velopment projects. 

We have observed that exchange difficulties will be less likely to 
emerge if the investment program as a whole contains a preponder- 
ance of Type I investments. But within this category there are 
enormous differences between industries in the degree of capital 
intensity. Referring to our earlier tables (Tables V and VI) we 

19 The discussion in the present section is admittedly quite abstract and it 
may not be entirely clear upon a first reading. Yet in the writer’s judgment 
the points made are extremely important for the problems at hand and should 
not be dismissed lightly as “too theoretical.” The obligation which the dis- 
cussion owes to Polak’s article is great indeed. 
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note, insofar as the Pennsylvania figures are indicative, that the 
capital investment per wage earner in the ice cream industry is 
almost twenty times that in women's clothing. In general, con- 
sumers' goods are less capital intensive than producers' goods such 
as iron and steel products and cement. The consequence is that 
for a given investment in Type I industries more exports (or re- 
duced imports) will be achieved by concentrating upon industries 
with a low capital intensity. Light consumers' goods— textiles, fur- 
niture, leather products, some food processing, etc.— yield a large 
annual contribution to the foreign exchange balance in relation 
to the investment committed to them. By contrast the contribution 
of a steel industry or an electrical manufacturing industry to the 
foreign balance is small in relation to the capital investment re- 
quired to establish it. Consequently a country rehabilitating or 
industrializing would do well to concentrate initially upon Type I 
investments where the degree of capital intensity is relatively low. 

Yet after the war there would appear to be genuine obstacles 
to concentrating upon Type I investments w^here the degree of cap- 
ital intensity is low. Possibly strong reasons exist for expecting 
almost the reverse to occur on the whole. 

The reconstruction of the war-damaged areas will, as we have 
indicated earlier, be a reconstruction of durable assets— buildings, 
utility plants, harbors, railways, docks, etc. These will have to be 
the things reconstructed because these are the things that will have 
been chiefly destroyed or allowed to fall into disrepair. So much 
real capital depletion will be found to consist of the destruction 
and undermaintenance items of this kind. But capital goods of 
this type are highly intensive: the annual yield is small in relation 
to their original cost. Docks and harbors have an almost indefinite 
usefulness if adequately maintained. Yet to reconstruct them re- 
quires a heavy investment. From the point of view assumed in the 
previous sections of the present chapter they are largely Type III 
investments which add nothing directly to the foreign balance. 
And they are capital intensive besides. Consequently the dangers 
of foreign-exchange difficulties are doubly great. And where there 
is foreign borrowing as well to finance these developments the 
exchange difficulties become even more severe. 

Industrialization and development schemes for low-income areas 
may well assume a pattern of similar economic implications. While 


108 


BORROWING 



Type I industries with a low capital intensity appear to be the 
appropriate object of investment from the point of view of the 
foreign balance it is at least doubtful if this will be the criterion 
for fixing the priority of investments undertaken. Will not the 
more likely criterion be security and public welfare in a more 
direct sense, i.e., ignoring the difficulties of a tardily adjusted for- 
eign balance? Type III welfare investments may well bulk large in 
the total scheme for capital intensification. These are capital in- 
tensive industries and they contribute nothing to the foreign bal- 
ance. And even assuming an official willingness to bend investment 
in the direction of augmenting exports and so avoiding exchange 
difficulties, will public opinion, in the countries likely to be in- 
volved, permit the consistent application of an austere policy at all 
or for more than a short period? Clearly one cannot give definitive 
answers to questions of this sort. But certainly it is far from self- 
evident that investment schemes to industrialize or develop low- 
income areas will automatically assume a form and direction cal- 
culated to minimize the danger of a chronic unbalance in the 
foreign-exchange account. 


^ CONCLUDING AND SUM- 
MARY REMARKS ON RECON- 
STRUCTION AND ECONOMIC 
DEVELOPMENT 

Everyone takes it as ^iomatic.that the postwar period will require ; 
the international migration of capital jon a large scale. And there 
seems to be general agreement of such lending^ 

and borrowing will be economic reconstruction and economic de- 
velopment. Starting^frpm..thi5 assumption The subsequent discu ^ 
tends to revolve around the questio n of wh ere and how much and % 
by whom and on, what terms^ACet if o ur analysis in the previous 
"BTapters has any validity it is doubtful ifAKe^question should be 
handled quite so glibly. 

1 . If one measures the “need’' for capital for reconstruction and 
economic development by the gap between real income levels in the 
highly developed industrialized countries and the “backward areas” 
one can easily conclude that there are unending avenues for foreign 
investment. The gulf is so great that one can easily imagine that 
centuries of investment activity will only partially close it. Similarly 
if one measures investment opportunities the number of projects 
that are physically possible to undertake in various parts of the 
world then again the opportunities seem to be nearly limitless. 

But interesting as such speculations and flights of fancy may be 
in themselves they have almost nothing to do with the “need” for 
capital investment at home or abroad or the degree to which such 
investment might be financed by foreign borrowing.^ 

i ‘Tt is easy to show that the standard of living in China is much lower 
than ours, and that it would take billions of dollars to finance an industrial 
development in China sufficient to give a radio and an automobile to every 
Chinese family; or to show that it would cost some hundreds of millions of 
dollars to develop the Brazilian steel industry; or to show that the building 
of a railroad network in Ecuador would require more capital than the total 
American investment now in Ecuador. But all this proves nothing as to the 
need for foreign investment in those countries. , . Fetter, Frank W., “The 
V- 109 . 


110 


RECONSTRUCTION 


At the very least one would suppose that only those capital in- 
vestments (regardless of how they are financed) are worth under- 
taking which promise to provide a positive net yield if completed 
and placed in operation. In more concrete terms this means that 
when the project is finished it earns enough in gross income to 
cover the direct costs of its operation, to maintain the fixed capital 
assets by appropriate depreciation charges, and something more 
besides. The “something more” expressed as a percentage of the 
capital cost of the project would be the yield rate on the invest- 
ment. 

For any project, or groups of projects, financed in part or in 
whole by borrowing abroad at a rate of interest greater than zero 
the prospective yield rate on the investment would have to be at 
least as large as the rate at which the funds were borrowed, with, 
doubtless, an added margin of safety. Moreover, there is the “trans- 
fer problem” which we will temporarily disregard. 

If investment “opportunities” and the “need” for foreign lending 
are viewed in this light (rather than by comparing per-capita in- 
comes or totaling up the countless projects it would be physically 
possible to undertake) it is at once eyident. that investment and, 
foreign borrowing a.fter the war for reconstruction and economic 
development are subject to some, definable limitatioi^s. 

2. Our ariaXysis of the composition of real capital resources re- 
vealed the very high degree to which it was composed of items 
that were fixed and immovable. Moreover, this generalization ap- 
plies almost equally to industrial or productive capital and to con- 
sumers’ or “comfort” capital. An alternative expression of the same 
fact is that a very high proportion of total real capital consists of 
structures and buildings and the results of construction activity 
in other forms. 

The relevance of this immobility characteristic of so much real 
capital to reconstruction and economic development programs is 
that these require mostly home resources for their execution. Recon- 
struction endeavors to restore real capital resources which the war 
will have seriously depleted. Economic development aims to raise 
real incomes by augmenting the stock of real capital resources 
within the economy. But in each case increasing real capital re- 

Need for Postwar Foreign Lending,” American Economic Review, March, 1943, 
Supplement, pp. 342-343. 
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sources implies the use of domestic productive resources simply 
because so much real capital is by its very nature fixed and im- 
movable. No one has yet devised a means of exporting a sewage 
network, a railroad, a harbor development, or an irrigation system. 
And probably no one ever will. 

It follows easily as a simple deduction from the foregoing that 
the assistance which foreign countries can render in reconstruction 
and economic development must be largely indirect. Foreign as- 
sistance in the form of loans allows domestic resources to be utilized , 
more effectively, to be used to a greater extent, or in a different 
manner than would be possible without them. 

"3. For any given amount of reconstruction and economic de- 
velopment as measured by aggregate capital investment in its own 
currency that a country wishes to undertake there is usually the 
opportunity to carry it through with varying degrees of assistance 
from abroad. At one extreme there is the case of virtually no 
assistance from abroad. The remarkable industrialization of Russia 
in the last twenty years nearly coincides with this theoretical pat- 
tern. But the Russian case is almost a unique instance. Examples 
of countries which have developed in part with the help of foreign 
borrowing are distinctly more numerous. 

The total capital investment that a country elects to carry 
through for reconstruction or economic development can of course 
be achieved at different time rates. That is to say, tlie country 
might have a “five-year plan'’ or a twenty-five-year plan. One ad; 
vantage of foreign borrowing is that it shortens the time period i 
required to effectuate the investment pfo^am. By using food, [ 
supplies, and materials that are available to it because it has bor- 
rowed, it is relieved of the alternative necessity of paying currently 
for these imports with its export^. In a crude sense one can say ; 
that by borrowing abroad the country is enabled to consume be- 
yond its current income and so devote more of its productive re- 
sources to investmeiit projects which, as we have seen, mostly ha\^ ‘ 
to be undertaken with its own resources on the spot. 

If both the total capital investment and the time interval over 
which it is to be achieved are given, then the amount of foreign 
borrowing is a measure of the degree to which the country chooses 
(either deliberately or by neglect) to restrict consumption in favor 
of saving in order to achieve the desired reconstruction or economic 
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development. In the Russian case it was the deliberate policy to 
restrict consumption to a Spartan subsistence and thus to avoid 
foreign borrowing almost altogether. Such rigorous measures may 
be too harsh, or too inhuman, or too authoritarian, or otherwise 
too objectionable to be applied the world over. Yet at the same 
time it should never be overlooked that, from the borrower’s point 
of view, foreign borrowing for reconstruction or economic develop- 
ment-given both the size and time speed of the investment pro- 
gram— is a means of avoiding some belt-tightening now in favor of 
some belt- tightening in the future. And if the stomach is expected 
" to be better nourished at the later date, that may be the wiser policy. 

4. At the risk of belaboring the obvious it is worth emphasizing 
that the degree to wh^^^^ foreign borrowing is necessary or appro- 
priate depends upon the level of domestic savings, and that within 
limits sayings are subject ^ to deliberate manipulation. " " 

For all but those countries existing at a bare miilimum of sub- 
sistence in the stricter Malthusian sense the volume of savings as 
a proportion of national income seems to depend upon several 
factors that are far from immutable. Among these the social stand- 
ards of the country rank high on the list. The social standards of 
the country may dictate a high level of conspicuous consumption 
rather than saving and productive investment. Those who are rela- 
tively well-to-do devote themselves to consuming “services” at a 
rate that parallels (or exceeds) their incomes instead of merely 
living well and devoting the remainder to productive investment. 
The basis of these customs in historical tradition running back to 
feudal times we cannot explore here. Yet it is worth observing that 
nowadays they are both anachronistic and a concrete denial of 
the alleged impossibility of financing any domestic economic de- 
velopment out of domestic savings.^ As a recent writer has cogently 
remarked: ^ 

In a number of industrially backward countries the principal obstacle to 
domestic investment is not the absence of local funds that might be in- 

2 It would be interesting to explore the relationship between puritanism, 
domestic capital accumulation, and economic development in North Western 
Europe, North America, and the British Dominions in contrast to the line of 
development elsewhere. Max Weber, R. H. Tawney, Werner Sombart, and 
others have of course dealt with the problem in a broad way. But much re- 
mains to be done for there is much that is unexplained in a satisfactory manner. 

s Fetter, op. cit., p. 343. 
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vested but a scale of social values, combined with political instability, 
which causes the wealthy groups within the country to spend their incomes 
on foreign travel or on foreign or domestic luxuries. In more than one 
Latin-American country that is reputedly ‘‘short of capital,'^ the sums that 
have been spent in Paris in the last half centmry by wealthy natives would 
have endowed the country with a modern transportation system and a 
well-equipped industrial plant. The same situation is found in some of the 
countries of the Orient. 

Hence it is illogical to assume that foreign borrowing is indis- 
pensable to domestic economic development unless one firmly be- 
lieves that such social standards should be preserved, even under- ^ 
written indeed, by the productive effort of those in other countries.^ "" 

It is not necessary here to examine the means and techniques by 
which domestic savings can be raised in order to finance domestic 
economic development or even certain types of economic recon- 
struction. Yet the very conduct of the war itself on the financial 
side has shown that it is possible greatly to increase aggregate sav- 
ings by taxation, raw material controls, specific prohibitions, and 
similar devices. A country that is determined to develop its po- 
tential economic resources for the general good has a sizable arsenal 
of weapons of proven effectiveness for increasing domestic savings. 

5. The amount to be borrowed abroad for a given total of 
domestic investment is not necessarily a fixed sum as we have just 
seen. But where borrowing abroad does occur it is important to 
remember that certain cautions have to be observed if default on 
those borrowings is to be avoided. ^ 

In Chapter VI we have shown that the relevant considerations 
in shaping the balance of payments problem are the aggregate 
volume of investment in the borrowing country and the particular 
form of the investment projects. It is unnecessary to repeat here ; 
the argument there presented. If service charges on foreign borrow- ; 
ings are to be met then net exports must increase, i.e., some jfraction 
of the investment undertaken must build up the export industries 
or create domestic industries that avoid the need for imports. 

In current references to these balance of payments problems 
there seems to be a tendency to minimize their importance by s 
assuming that for a long time the flow of new lendings will avoid i 
the diffieulties.^ And to be sure, so long as lenders are willing to ; 

4 “The opportunities for productive employment of capital equipment in # 
^he less developed parts of the world (and that is still most of the world, meas- 


114 


RECONSTRUCTION 


make fresh loans at an ascending rate no balance of payments 
problem need ever arise. But one wonders if it is appropriate to 
assume a stream of loans for economic development abroad ex- 
tending, say, twenty-five years into the future. Certainly no govern- 
ment in any of the prospective lending countries could make any 
such commitment at present and, all things considered, it would 
no doubt be foolish to do so even were it so inclined. And, more- 
over, the borrowers would have to be extremely naive to take the 
assurance at its face value. Hence in the writer's judgment it does 
not suffice to assume the balance of payments problem away by 
postulating a stream of new loans sufficiently large to forestall its 
appearance. 

There is an auxiliary consideration here. While the balance of 
payments problem is a function of the volume of investment un- 
dertaken and the particular form it assumes taken in relation to 
the volume of new^^ l^^^^ to keep in mind that new 

loans will be made for specific projects and not as a lump sum 
regardless of the uses to which it will be put. That is, the aggre- 
gate of new loans will be the. summation of a number of individual 
loans for particular projects each of which is considered in relation 
to its merits. Because those projects promising the highest yields 
are likely to be undertaken first, the new commitments undertaken 
as time passes will tend to appear less and less attractive, so that 
the volume of fresh loans could be expected to taper off rather 
than gradually increase. Hence some care is necessary to prevent 
the rise of balance-of-payments problems. And this probably means 
that lenders will have to exercise some control over the volume and 
direction of investment in the borrowing countries. As J. R. Hicks 
has recently remarked, ‘It is hard to be fair in these matters; but 
if Imperialism is the baT side of international lending, it may also 
be claimed that productive lending is one of the good sides o£ 
Imperialism." ® 

6. THe Eistory of foreign lending has not been a happy record 
from the point of view of lenders. A full analysis of the reasons for 

ured either in population or in territory) are so immense that a large flow of 
investment could continue for a generation or two. Repayment of old loans 
would be more than counterbalanced for many years by the making of new 
ones,'* Staley, E., World Economic Development, Montreal, 1944, pp. 46-47. 

^ The Social Framework, Ondoxd, 131. 
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the frequent and widespread defaults cannot be essayed here. It 
is often said nowadays that perhaps the prime cause of these many 
defaults was the sudden stoppages of the flow of new loans which 
threw an insuperable burden upon the balance of payments of 
the borrowing country. Yet x)ne wonders if this indeed has been 
the prime causal factor at work. Is it not possible that the process 
of capital accumulation with the help of foreign loans is inevitably 
tenuous by its very nature? 

We have frequently emphasized that real capital consists very 
largely of immovable structures and the fruits of construction; that 
these have to be made with home resources; and that, in general, 
the best that foreign lending can achieve is to “grubstake” the 
undertaking. But there is no necessary guarantee that if one coun- 
try grubstakes another on a sizable scale that the results of the 
investments will yield net exports in sufficient volume to service 
the loans. That depends upon the kinds of projects undertaken 
and their relative proportions in relation to the whole. Each under- 
taking is considered according to its profit possibilities and without 
regard to its probable effect upon the foreign balance. The net 
contribution to exports of particular undertakings does not enter 
into the reckoning of those charged with making the decisions. 
But the balance of payments of the borrowing country is the net 
result of all of them taken together. But perhaps what happens 
when countries pass through investment booms heavily financed 
by foreign borrowings is that the contributions to net exports al- 
most inevitably tend to be too small relative to the remittances 
for which the country becomes obligated through its foreign bor- 
rowings. As a consequence default becomes inescapable. Moreover, f 
the withdrawal of principal, once default has occurred, is seen to 
be quite impossible because the real capital is largely of an im- 
movable sort. An island trader in the South Seas may withdraw 
his investment and return to the Motherland and civilization. His 
capital consists mostly of stock in trade. But one cannot disinvest 
an unprofitable railroad in the Andes however strong the urge.® 

6 The same is true of much domestic investment and for exactly the same 
’ reasons. Unless the investment proves profitable, disinvestment is impossible. 
There is literally no way in which the unwise investments represented by cer- 
tain sections of the American railroad network can be withdrawn and invested 
“somewhere else,” 
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The foregoing is of course too simple to be a complete explana- 
tion. There were ‘‘bad" loans and “good" loans. There was double- 
dealing and full good faith.^ But nevertheless one wonders if there 
is not something in the very nature of capital accumulation with 
the assistance of foreign borrowing, something more fundamental, 
which tends to make large-scale defaults highly probable. We have 
suggested that this something is to be found in the fact that only 
a small fraction of the total investment undertaken contributes 
anything to the foreign balance and that, as a result, the obliga- 
tions contracted for are likely to be large relative to the foreign 
balances that increased exports can make available. Given the 
nature of real capital, the general tendency seems to be to finance 
too large a fraction of the total investment by foreign borrowings 
and too little out of domestic savings. The game can. continue to 
be played as long as new loans cloak the difficulty. But this is only 
another way of saying that debtors need never default as long as 
creditors are willing to advance them new loans to meet maturing 
obligations.® 

More careful analysis may temper these broad generalizations 
or prove them false. But they seem to warrant more searching con- 
sideration than they have so far received. 

7 It is useful to reread Sir Arthur Salter’s chapter on *‘Good Lending and 
Bad” in his Recovery, the Second Effort, New York, 1932. 

8 The following passage by E. H. Carr expresses the thought with character- 
istic charm, “The international financial system which flourished until 1914 is 
often spoken of as if it had operated to the profit and advantage of everyone 
concerned. This system, in fact, involved a continuous flow of loans from 
Great Britain and certain other countries (especially France), the repayment 
of which was provided for when the time came by further loans; and when this 
cumulative process came to an end, default was the inevitable result. The ad- 
vantages of the pre-1914 international financial system were paid for in the 
end by the British and French investors who lost their millions in South 
America or in Russia. The system seemed profitable to all only because those 
who benefited from it succeeded in unloading the cost on posterity. The process 
by which Germany was enabled to pay reparations between 1914 and 1930 was 
no novel phenomenon, but a repetition on a small and short-term scale of the 
process by which nineteenth-century borrower countries had regularly been 
enabled to pay their debts. It is not certain that the same confidence trick 
can be played again. If it cannot, it seems probable that those who occupy the 
most privileged position within any international financial system will be 
obliged from time to time to make deliberate sacrifices in order to make the 
system work; and these liabilities, like money spent on relief, must be re- 
garded either as the discharge of a moral obligation, or an insurance premium 
for the maintenance of civilization.” T/ze Conditions of Peace, New York, p. 268^j^ 
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I. THE UNITED STATES AND FOREIGN 
LENDING 

All signs seem to indicate that the United States will emerge from 
the present war as potentially the strongest industrial nation in 
the world. The war seems to have shattered most earlier concep- 
tions of the economic capacity of the nation. Furthermore the 
United States will probably emerge from the war without any 
problem of economic reconstruction apart from the reconversion 
of industry from war production and some accumulated under- 
maintenance of real capital resources. 

The potentially strong economic position of the United States 
at the end of the war casts it in the role of being the nation most 
easily in a position to assist the rest of the world in economic re- 
construction and planned industrial development. That is to say, 
the sacrifice that the United States would have to bear in assisting 
the rest of the world would be smaller in relation to its resources 
than that which would fall on any other country. Quite apart from 
these ethical and humanitarian considerations, which imply the 
propriety of the United States aiding the less fortunate nations, it 
is probably almost the only nation that will be able to provide 
international assistance in the early postwar years. 

We have observed in Part One some of the economic problems 
that will confront borrowing countries in their desire to hasten eco- 
nomic reconstruction and industrial development. Even if we as- 
sume that these problems are overcome in the borrowing countries 
there is the question of the effects of international investment upon 
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the lending country, where the lending country will be predom- 
inantly, if not exclusively, the United States. 

We speak here of ^‘lending’' by the United States with the full 
realization that the United States could also greatly assist the rest 
of the world by outright gifts. In various forms gifts may assume 
large proportions after the war. But the motives that will prompt 
them and how large they will be in total cannot be forecast. 

Among those who have touched upon the problem of interna- 
tional postwar investment, that is, loans as distinct from gifts, it 
seems to be agreed that they must be so arranged that the likeli- 
hood of default in interest and principal payments is kept to the 
minimum. The world would do well to avoid, even at a consider- 
able cost, another debacle of defaults and repudiations, replete 
with recriminations and strained relationships, such as followed 
upon the last upswing in American foreign lending in the twenties. 
The necessity to respect obligations to pay where there are loan 
arrangements may mean that there will have to be more gifts and 
fewer loans in the total of international capital movements. Regard- 
less of the proportion between gifts and loans, what transfers are 
made as loans must be honored as loans. To camouflage as loans 
what can only develop into a gift by the process of default or re- 
pudiation will not make for a better world at home or abroad when 
all the consequences are reckoned in. 

11. CAPITAL EXPORTS AND AMERICAN 
NATIONAL INCOME 

Granted that one object of national economic policy is to main- 
tain high levels of national income, it is often now argued that the 
United States can achieve this end, in part, by large annual net 
investments abroad. In other words, n ot only will capital i mports , 
be enormously helpful in reconstr i^Sim ^nd indust^ ^^^^ j 

ment abroad, but capital exports will facilitate the taskoF keeping ® 
output at satisfactory levels here in the United StateZ" TEe*vaIi3I^ ' 
of this thesis must be examined. But we mention it here because 
insofar as the idea has acceptance and support it means that be- 
yond the humanitarian motives for foreign investment by the 
United States there may be the added drive of self-interest. 
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In considering the domestic consequences of large capital ex- 
ports which will make the United States a large creditor nation one 
must recognize the peculiar position that the United States occupies 
in the world economy. The United States is not a densely popu- 
lated nation in a small area, dependent upon the rest of the world 
for food and raw materials. It has and still does produce much of 
its own food. Indeed the war has greatly increased American agri- 
cultural production. And nature has endowed it with large and 
rich sources of the more important raw materials within its own 
borders. Finally the United States is quite the largest industrial 
nation. It possesses a home market big enough to afford most of the 
advantages of large-scale production so that costs can be minimized. 
Its general industrial efficiency and ingenuity are extremely high, 
so that it has been able to market many of its products abroad in 
effective competition with other countries. In brief, the United 
States is not desperately dependent upon the rest of the world for 
imports; and its capacity to export, at least in the past, has been 
more than satisfactory. 

Indeed, foreign investment on a large scale after the war is often 
advocated because of the stimulus it will give to American exports. 
So presented it usually received the explicit or even boisterous 
approval of the business community at large. But the counterpart 
of foreign investment, if the loans are not to be defaulted, means 
absorbing large imports in due course. Yet for this phase of an 
international investment program there is at best a cold silence 
or at worst an enraged opposition. Apart from the cries of vested 
interests, however, there are problems for the United States in the 
absorption of larger imports as the second phase of an international 
investment program that stimulates exports. American technical 
efficiency in production combined with certain consumer prefer- 
ences which are not easily displaced keep the demand for foreign 
manufactured goods below what might be expected. Foreign travel, 
of course, has usually been a large debit item in the balance of 
payments and it seems to be extremely elastic in relation to income. 
Admittedly the high protective tariff is a barrier to imports. But 
even with tariff modifications, the American absorptive capacity 
for foreign goods other than raw materials and crude products 
may be rather limited without drastic readjustments in the inter^ 
nal economy. 
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The combination of a high degree of industrial efiSciency, a pro- 
tective tariff policy with a long tradition, a comparative self-suffi- 
ciency in food and raw materials, and possibly a limited capacity 
to absorb foreign products, with or without tariff changes, places 
the United States in an embarrassing position with respect to the 
acceptance of large imports as befits a mature creditor nation. For 
Act I, the period of a large net outflow of investment abroad, the 
robes fit well and have an appealing hue. But the changed costume 
Squired to play the role of the creditor nation in Act II may take 
some squirming. It would be well to look at both outfits before 
jumping into the part. 


III. THE POSITION OF THE UNITED STATES IN 

THE INTERNATIONAL ECONOMY 

The international economic position of the United States is also 
unique in view of its sheer bulk in comparison with other coun- 
tries. For the period 1925-1929, according to the League of Nations, 
“the relative industrial importance of the United States was placed 
at 46 out of 100 for all countries, including the Union of Soviet 
Socialist Republics, or 48 per cent if the U.S.S.R. is ex- 
cluded. ...” 1 Such size in relation to the rest of the world in 
economic matters gives the United States a grave responsibility 
and a challenging opportunity.^ 

The enormous weight of the United States in the economic 
sphere, relative to the rest of the world means, that whatever hap- 
pens in the American economy is of genuine significance to other 
countries . Whatever pol icies we in the United States adopt with 
^ respect to^r'^n eronomw^::^eitEer~ delibeiire^^ 



1 U. S. Department of Commerce, The United States in the World Economy, 
Washington, 1943, pp. 28-29. 

^2 This fact is appreciated more fully abroad than at home. A recent article 
discUvSsing the Bretton Woods proposals in an English journal makes one of its 
two standards of judgment of the schemes, How do the plans reduce the 
economic preponderance of the United States? Schwarz, R. P., “Bretton Woods,” 
The Fortnightly, October, 1944, pp. 201-209. 


THE NEED FOR POLICY 


123 


ing from babies and small children to adults of normal size, but\ 
including, also, one adult of great avoirdupois. The children can 
shift their weight around and no great consequences result. Even I 
an adult may change his seat occasionally widiout seriously en-| 
dangering the speed or safety of the voyage. But if the one reallf 
heavy person in the boat shifts his position or even moves about a 
little the other passengers will have to scramble to make compensat-\ 
ing adjustments to avoid disaster. The position of the United States! 
in the world economy is analogous to the large man in the skiff. 
Any major change in the American economy is of tremendous con- 
cern to the rest of the world and is often more important to 
others than it is to ourselves. 

Even before the war the United States was sufficiently large 
economically that prosperity or depression here was almost enough 
to determine the immediate level of national income in much of 
the rest of the world. When employment and income were high 
in the United States, other countries enjoyed large exports at 
good prices notwithstanding the high tariff duties. And conversely. 
This relationship is likely to be at least equally pronounced after 
the war, even though the war is effecting some important shifts in 
the relative economic position of the different countries. Conse- 
quently the levels of employment and income that prevail within 
the United States will be of more than passing interest to the 
rest of the world. Moreover, it will not be simply a question of 
the arithmetical average of the national income but as well of its 
stability or instability over the years. 

IV. THE NEED FOR POLICY 

It follows from the foregoing that one of the most acute problems 
of the postwar world is how may the United tates most effectively 
discharge its economic responsibilities to the world and to its own 
citizens. 

Our obligation to ourselves is to effectuate such policies as ' will 
assure reasonably high levels of employment and income within 
our own borders. This is generally regarded as the prime objective 
of domestic postwar economic policy. And a high level of national 
income here will increase the welfare of the rest off the world 
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through its effects upon the volume of world exports already 
mentioned. 

Our obligation to other nations has both a positive side and a 
negative side. On the one hand we have the negative responsibility 
to avoid national economic policies which benefit ourselves but 
disregard the increased burdens that they thrust upon the rest of 
the world. A policy of self-sufficiency or a rigid exclusion of all 
imports to avoid any adjustments at home would be instances in 
point. On the positive side, our external obligation is to formulate 
and pursue such economic policies as will genuinely contribute to 
the welfare of the world at large, both immediately and over the 
long run, without at the same time imposing insuperable handi- 
caps upon our domestic economy. In a measure, of course, these 
two aspects of our American world obligation are less than com- 
pletely harmonious; it will not always be true that policies which 
are overwhelmingly beneficial for the world as a whole, on net 
balance, can be “costless” from the point of view of each and every 
country, including the United States. Possibly the conflict between 
suitable domestic policies and desirable world policies may be less 
sharp when viewed in proper focus than at first glance. But there is 
a problem and it is the main purpose of Part Two to consider that 
phase of it which pertains to American foreign investment for pur- 
poses of economic reconstruction after the war and for the economic 
and industrial development of relatively low-income areas. 
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There has recently been quite a flow of argument to the effect that 
foreign investment after the war for reconstruction and economic 
development will benefit the United States almost equally with the 
recipients of the loans. As the writer understands it, this is not an 
argument stemming from Portia’s discourse on ''the quality of 
mercy.” Rather it is usually a variant of the underinvestment-over- 
saving in a "mature” economy thesis.^ This argument has been so 
ably set forth by Alvin H. Hansen and other writers with special 

1 The case for foreign investment has also been argued on the ground that 
it will ease the conversion of the American economy from war to peace pro- 
duction. Here the contention is that the heavy expansion of the capital goods 
industries which the war has required can be supported after the war by 
exports of capital goods financed by foreign lending. In this way employment 
can be sustained in the industries to which war production has caused a pro- 
nounced shift. In this way the necessary shift in employment will be delayed 
(and perhaps reduced in absolute terms as well) to the benefit of all concerned. 
As the writer understands it this is the argument proffered in Staley, E., 
World Economic Development, International Labour Office, Montreal, 1944, 
Ch. II. 

Apart from certain considerations adduced in later sections of the present 
chapter it seems almost a sufficient comment on this argument to draw atten- 
tion to the magnitudes involved. Direct war goods production from plants that 
might turn out exportable capital goods after the war has probably been 
running during 1944 at about |$-4 billion a month. In the calendar year 
1938 total American exports were only I3.1 billion. To support the war plants 
by foreign lending to a degree that would make any appreciable difference 
in the transition from war goods to peace goods production would require a 
fantastic amount of foreign investment. 
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reference to the American economy that it seems unnecessary to 
present it here in more than a sentence or two.^ Baldly stated it 
runs about as follows. 

Economies which are already well supplied with capital goods 
and in which the rate of population growth has slowed down to 
one of very gradual increase tending towards stabilization have a 
persistent tendency to ‘‘save'’ large sums out of a large national 
income.® At the same time, because such economies are already 
“built up" with capital goods and because population is not grow- 
ing rapidly, investment opportunities tend to fall short of the 
amount people wish to save at high-income levels. The conse- 
quence is that national income falls until the amount people want 
to save out of their reduced incomes is equal to the aggregate in- 
vestment opportunities that appear to be worth undertaking. The 
economy limps along on a much lower level of employment and 
income than it either desires or is capable of achieving. Although 
we have telescoped the analysis the crux of the argument is not 
seriously misrepresented by our few sentences. 

For our purposes it matters not whether the thesis is a correct 
formulation of the factors at work and their causal interconnection. 
For our interest centers upon the manner and the degree of assist- 
ance afforded by foreign investment. More specifically we wish in 
the present chapter to consider the relation between American 
foreign investment and the amount and kind of American exports 
that such lending is likely to induce and how these foreign loans 
and resulting exports bear upon the domestic national income. 
In other words, we are not examining the “stagnation thesis" as 
such but rather trying to analyze the manner in which foreign 
investment is likely to impinge upon the American economy and 
to affect the American national income. 

2Cf. Hansen, Alvin H., Fiscal Policy and Business Cycles, New York, 1941, 
or the recent articles by Paul A. Samuelson and Alan Sweezy in Harris, S. E., 
Post War Economic Problems, New York, 1943. Also Staley, op. cit., passim. 

3 It is unnecessary to argue that the proportion of income saved will be 
larger. The proportion may remain the same yet savings be too large in the 
abrogate. 
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L FOREIGN LENDING AND EXPORTS OF 
CAPITAL GOODS * 

There seems to be some presupposition in certain quarters that if 
a country “invests abroad” its exports of capital goods to the bor> 
rowing country will increase correspondingly. In some measure 
the association of foreign investment with capital goods exports is 
traceable to the very terms “capital” and “investment.” The loan is 
made to allow an increase of (real) capital in the borrowing coun- 
try. What is “lent” is called “capital” in ordinary speech. And since 
what was borrowed and what was lent must have been the same 
the inference is often drawn that, although obscured by a “veil of 
money,” the lending country really supplied the borrowing coun- 
try with capital goods, presumably through the usual export 
channels. 

Now while there is a sense in which the above formulation is 
acceptable if properly interpreted it is nearly altogether false if 
taken to mean that capital goods necessarily flow from the lending 
country to the borrowing country in an amount commensurate 
with the loan made. Let us look into this problem with first a 
backward glance at a few historical instances of substantial foreign 
lending. 

I. Relation between Foreign Investment and Exports in Great Britain in 

Earlier Times 

During much of the nineteenth century the United Kingdom 
was lending abroad on a large scale. (Indeed no small part of the 
traditional theory of international capital movements has been 
drawn from British experience.) Professor Jenks' fascinating ac- 
count of British foreign investment in earlier times records the 
following: ^ 

* There are some additional remarks on the general theories of international 
capital movements in the appendix. These may be helpful to readers who are 
not already familiar with the topic. 

4 jenks, Leland Hamilton, The Migration of British Capital to New 

York, 1927, p. 174. 
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“Railway iron'' of the declared value of thirty-five million pounds was 
shipped from British ports between 1856 and 1865. In the succeeding ten- 
year period this item exceeded £83,000,000. Machinery including steam 
engines, which had been exported to the annual average value of one 
million pounds from 1846-50, averaged 1.7 millions, 3.5 millions and 4.5 
millions, in successive five-year periods. An average of eight and one half 
million pounds' worth of machinery was exported each year from 1871 to 
1875. Such increases as these were out of proportion both to the rise in 
general price levels, and to the increase of population. . . . 

A good deal of this movement no doubt was associated with an invest- 
ment of British capital. 

At first blush the connection between foreign investment and the 
export of capital goods seems quite close. 

Yet we must remember that the period described was a period 
in which industrialization was proceeding apace in many parts of 
the world. But England was the most advanced industrial nation; 
it was only to her, in most instances, that other countries could 
turn for machinery, for locomotives, for rails, etc. They were no- 
where else to be had. Consequently the great growth in the ex- 
ports of '^railway iron" is possibly more to be traced to the general 
growth of industrialization abroad than to foreign investment by 
British subjects. Indeed Jenks is careful to point out that there was 
no traceable relation “between the destination of exported capital 
goods and the apparent field of activity of British investment." ® 
Jenks also describes how British enterprise built many of the 
first railroads on the continent of Europe. British engineers and 
contractors and “navvies" however carried their knowledge and 
abilities abroad. But it was abroad and not at home that they 
developed the “works" that provided the railway capital goods 
needed.® 

One of the first steps taken by Thomas Brassey toward the construction 
of the Paris-Rouen railway was to establish the Biddicom locomotive works 
at Rouen. 

Concerning the development of railways in the Papal States shortly 
after 1857 Jenks writes: ’’ 

p. 175. 

^Ibtd., p. 176. 

7 Ibid., p. 177. 
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. . . materials came from everywhere. The rails and joints were brought 
from Newcastle, the locomotives from Paris, the wheels from Belgium, 
while the carriages were manufactured for the contractor in Italy. 

And a similar pattern prevailed for the Lombard railways, a railway 
in the Caucasus and one in Roumania. The export of enterprise, the 
export of “know how,"’ as it is commonly called nowadays, was the 
crucial export from Great Britain that speeded indusU'ialization 
on the Continent. Capital was invested and machinery was shipped 
abroad to be sure. But the important thing was the technical skill 
that British enterprisers brought to the task of industrialization. 
The fascinating story cannot be told here. But its outlines seem rea- 
sonably clear. The relation between foreign investment and the 
export of capital goods was neither close nor direct.^ 

2. Subsequent British Experience 

From 1901-1911, inclusive, Argentine Railway issues floated in 
London amounted to more than £88 million.® From Great Britain 
and elsewhere the Argentine imported locomotives, railway ma- 
terials, and rails in the amount of £31 million over the same 
period. About £so million came from the United Kingdom. In 
other words, imports of railroad capital goods were an amount 
equal to about 35 per cent of the total borrowed by Argentina for 
railroad projects. But imports of railroad capital goods from the 
country in which the loans were floated were only about 20 per 
cent of the sum borrowed. Otherwise expressed, about two-thirds 
of the sum borrowed for railroad construction in the Argentine 
was not spent directly for railroad capital goods at all. Since some 
of these imports were doubtless replacements not related to the 
new investments, the figure may even be less. The sterling balances 
supplied were much greater than the export of real capital goods 
for the undertakings. 

Between 1901 and 1911 Canada apparently floated about £72 
million in railway issues in London. But over the same period 

sjenks writes that, ‘'About 1850 there were English gas companies supplying 
Amsterdam, Rotterdam, Ghent, Cologne, Carlsruhe, Rome, Constantinople, 
Christiania, Tours, and Renes.’* Ibid., pp. 185-186. 

9 The figures that follow have been calculated from data in Hobson, C. K., 
The Export of Capital, London, 1914. Ch. I ^nd passim. 
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imports of iron and railway bars and rails into Canada from all 
countries was only 6 per cent of this figure. And, in general, of this 
6 per cent much the greater part came from other than the United 
Kingdom. 

A comparison of South African mining issues and imports of 
mining machinery shows a somewhat higher ratio of capital goods 
imports to foreign borrowings. From 1906-1911 inclusive South 
African mining issues floated in London were something over £15 
million. In the same period imports of mining machinery were 
about 35 per cent of this figure. In this instance more than half 
of the machinery was imported from the United Kingdom. 

The Canadian Case 

The careful study of Professor Viner from a much broader focus 
similarly shows the lack of connection between borrowing abroad 
and the import of capital goods.^^ 

Between 1900 and 1913 foreign capital invested in Canada 
amounted to more than I2.5 billions.^^ For the same period im- 
ports of selected capital goods were approximately $1.6 billions, or 
roughly 65 per cent of total borrowings.^^ But by no means all of 
these imports could be traced to borrowings abroad. A substantial 
share was undoubtedly for replacement. And some goods were not 
used as capital goods at all (e.g., coal for heating dwellings), and 
others were raw materials and the like rather than fabricated 
products .^3 Lastly, prices rose over the period. How much should 
be deducted on these counts is uncertain. But we may observe that 
the percentage of the selected capital goods imports to total imports 
rose only from 28.8 per cent in 1900 (27.2 per cent in 1901) to 
38.2 per cent in 1912 and to 37.6 per cent in 1913.^^ Imports of 

10 Viner, J., Canada's Balance of International Indebtedness, igoo-i^i^, 
Cambridge, Mass., 1924. 

11 Ibid., p. 108 and Ch. VI. 

12 Computed from figures in ibid., p. 278. 

13 The items included in Viner’s selection of capital goods were the follow- 
ing: “bricks, clays, and tiles; cement; coal, bituminous; railroad cars, electric 
apparatus; ships; mineral oils; gunpowder and explosives; stone and manufac- 
tures thereof; wood and manufactures thereof; copper, iron, lead, tin, zinc, 
and miscellaneous metals other than gold, silver, and brass, and manufactures 
thereof.” Ibid., p. 3780. 

'^^Ibid. 
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selected consumers' goods declined in importance from S5.3 per 
cent of total imports in 1900 to 20.9 per cent in 1913. While it is 
true that the real transfer of foreign borrowings to Canada was 
principally in the form of increased imports (rather than a fall 
in exports) it is also true that the imports were not wholly, or 
even mainly, in the form of capital goods. As Viner well remarks,^® 
“For most forms of capital investment a large part of the expendi- 
ture is for wages and transportation services and not for material 
and equipment, and much of the material required is often neces- 
sarily of a local character." 

Reasons for the Observed Pattern 

Rather than endeavor to multiply instances of the sort just 
cited it seems more appropriate to emphasize the general reasons 
why the pattern indicated must almost inevitably be expected. 

The crux of the matter lies in Viner's statement just quoted and 
our earlier observations on the composition of real capital. So 
much real capital formation is in structures and modifications of 
the landscape that as a rule a large portion of the total cost of 
bringing it into existence must necessarily be spent locally. It 
cannot be imported. It cannot be done abroad. If one is to ex- 
cavate for a building foundation for a textile mill it is quite im- 
possible to have the “hole" dug abroad and imported. Local labor 
must be used. Hence insofar as real capital formation consists of 
these non-movable items, industrialization does not give rise to 
direct imports. And by the same token it does not occasion direct 
exports from the lending countries “financing" the industrialization. 

Some direct export of capital goods of course will usually ac- 
company foreign lending for productive purposes. But character- 
istically their money value will be much less than the total cost of 
the project. That is, if a project having a total cost of 100 is 
financed by foreign borrowing, the direct export of capital goods 
from the lending country will be substantially less than 100. For 
of the total cost of 100 , only some fraction, say, perhaps 40 per 
cent, will consist of individual items that can be imported. The 
amount that can be imported will set the upper limit to the direct 



15 Ibid. 
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capital goods exports from the lending country which will be in- 
duced by the loan. Typically it will be something less for two 
reasons. First, some, perhaps many, machines, materials, supplies, 
etc., will be obtainable more cheaply in countries other than the 
lending country. Second, not all capital goods that can be imported 
must be imported. Some will be obtainable in the domestic market 
at lower cost. Consequently, unless one postulates “tied loans” 
which require the borrower to buy in the lending country regard- 
less of cost, the direct exports of capital goods from the lending 
country will usually be something less than the amount which 
could occur in view of the technical limitations.^® 

What fraction of the loan will be expended upon direct capital 
goods purchases will obviously depend upon the specific nature 
of the projects being undertaken. For roads and highways and 
bridges the direct purchases might be almost zero. For a chemical 
plant or a rayon mill the direct imports might be a sizable frac- 
tion of the total cost. No generalizations are of course possible. 
But in any given specific instance it ought to be possible to fore- 
cast the amount with fair precision. In the writer's judgment it 
would be the unusual project where the percentage would exceed 
40 per cent.^^ 

In an interesting article, “Does Trade Tollow the Dollar,’ ” (American 
Economic Review, September, 1927, pp. 458-477) A. P. Winston demonstrates 
rather convincingly that for the period prior to 1913 the existence of “tied 
loans” requiring the purchase of (railroad) equipment in the lending country 
is a complete myth. Careful inquiry revealed that it was always the citizens 
of “some other country” that practiced this technique. “The investor who 
insists on advantages for his countryman is located by our American guides 
in England or Germany. The Britisher says,, search on the continent. The 
German says, hunt him in Great Britain, also in America, where already we 
have sought in vain.” (Pp. 475-476.) From an honest banker’s point of view 
forcing the purchase of equipment in high-priced markets endangers the solvency 
of the loan; the borrower may pay so much for the equipment that the under- 
taking is unsuccessful. 

This same article also demonstrates clearly the complete lack of identity 
between who financed railroad development and who supplied the equipment. 
Winston’s study covers Argentina, Brazil, Chile, and China. 

17 The full connection between foreign investment and the export of capital 
goods is not entirely measured by the initial shipments. If American enterprise 
finances a power development using American equipment in Latin America it 
will not last forever. As time passes its machinery will have to be replaced. 
When that day comes the required new machinery will probably be imported 
from the United States. Hence there is a subsequent export of capital goods. 
These annual replacements will characteristically be small in relation to the 
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5 . Inferences for the Postwar Period 

The significance of the foregoing for lending countries in the 
postwar period should be obvious. Exports of capital goods should 
not be expected in an amount equal to the foreign investments. 
Foreign investment stimulates exports, to be sure.^® But the kinds 
of exports that the lending causes to occur are by no means solely, 
or even mainly, exports of capital goods. Food, raw materials and 
various types of consumers* goods are likely to effect the real trans- 
fer from the lending country. This possibility is the more likely 
where the borrowing nation buys what tools, machinery, steel, etc., 
it must have from abroad in markets outside of the lending coun- 
try. Here the exchange and transfer may be multi-cornered. It has 
perhaps rarely been described more graphically than in the fol- 
lowing: 

Canada is borrowing money in London to finance her farmers, and with 
the capital borrowed in London, Canadian farmers are purchasing Ameri- 
can machinery, and the capital actually passes into Canada in this form. 
This means that we have to remit to the United States the capital we have 
lent to the American farmer. But the United States do not require to 
import much English produce. They do need silk, however, and this they 
purchase. And now we have to settle with Japan. Japan takes payment for 
the silk sold to America in raw cotton from India, and India receives pay- 
ment for her raw cotton in cotton piece goods from Lancashire. Thus we 
export capital to Canada by exporting Manchester goods to Bombay. 
(Statist., London, October 21, 1905.) 

Thus by lending abroad, the United States for example, would 
J add to the world pool of dollars, but into whose hands these would 

fall at long last there is no way of predicting with any certainty, 
i The consequence is that one cannot forecast what kinds of goods 

are likely to be exported from the United States in greater volume 
because the loans were made. In general, it will depend upon the 
income elasticity of demand for American products in whatever 
countries come to hold the dollar balances. That is, upon the 

initial installation cost of capital goods imported from abroad. Yet over the 
years they may amount to a goodly sum. 

IS The alternative theoretical possibility that foreign lending will diminish 
imports into the lending country appears so unlikely for the United States 
after the war that it is not considered here. 

19 As quoted by Viner, oj!?. cit., p. 2800. 
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relation between changes in the level of income and changes in 
expenditures on American products of various kinds. But to assume 
that the countries into whose hands the dollar balances ultimately 
come to rest, when there is American investment abroad to finance 
capital accumulation, will necessarily spend these greater balances 
for capital goods purchases is quite unwarranted. The presumption 
is rather the reverse. When foreign lending occurs there is an initial 
transfer of purchasing power from lender to borrower. So much is 
certain. The goods transfer which entails a rise in exports (relative 
to imports) in the lending country may take any form from turbines 
to phonograph records. 

11. FOREIGN INVESTMENT, EXPORTS, AND 
DOMESTIC EMPLOYMENT 

J. General Relations between Foreign Lending and Exports 

If the United States invests abroad, its exports will rise relatively 
to imports. By making more dollars available we enable foreigners 
to buy more of our goods, to consume at home more of their own 
goods, or to practice some combination of the two. American ex- 
ports may increase or, theoretically, American imports might dimin- 
ish. In any case foreign investment abroad means a rise in American 
exports relative to American imports. In view of the past character 
of American imports, however, it seems probable that American 
exports would rise rather than our imports fall. Hence let us con- 
sider the rise in exports that could be expected to occur as a conse- 
quence of American foreign lending. 

As already noted industrialization need not mean that the indis- 
pensable capital instruments— machines, steel, etc.— will necessarily 
come from the lending country. That will depend upon technical 
factors such as the kinds of machinery which the country is ac- 
customed to use in its industrial plant and the relative costs of 
(say) the needed machinery when imported from different countries. 
Industrialization in British India would be likely to use British 
machinery. But industrialization in the Balkans would probably 
mean German, or possibly American, machinery. This is not to 
say that American machinery would not be used at all. But there 
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is no certainty that because American funds finance industrializa- 
tion abroad that American machinery will necessarily be exported 
to those areas. 

If we invest abroad to assist in the industrialization of under- 
industrialized areas, American exports will increase relative to 
imports; but to what countries they will go and what specific prod- 
ucts they will be cannot be answered on a priori theoretical grounds. 
Some few presumptions concerning the relation between invest- 
ment abroad and employment in the United States, however, can 
perhaps be established. 

2. The Pattern of American Exports and Their Relation to Home 
Employment 

The pattern of American exports prior to the war will give us 
some indication of the probable relation between foreign lending 
and domestic employment provided we can assume that the basic 
pattern of our exports is unlikely to be drastically altered by the 
war. While some change here is to be expected because of indus- 
trialization in the rest of the world, neither its magnitude nor 
direction can be predicted with any great certainty. Yet because 
the direction and composition of international trade seem to be 
based rather firmly on economic differences that yield only slowly 
to change it may not be unreasonable to suppose that if we invest 
^broad after the war the Jn crease in o^ e^^r^ will occu r ch iefl^^ 
in those commodities^n which we (apparently) had a marked.. 
Superiority Tefdi?’"Qie'wS.'2o''^*"“'™~™ 

20 It should perhaps be emphasized that we are not concerned at the minute 
with the volume of trade but with its composition. More specifically, if the 
volume increases because of foreign lending, is its composition likely to be 
closely similar to what it has been in the past? 

The two factors most likely to alter the composition of our exports are 
industrialization in the rest of the world outside of the war zones— Latin 
America, India, the British Dominions, etc.— and the likelihood that the peace 
terms will deliberately endeavor to weaken Germany as a supplier of manu- 
factured goods, especially machinery. The former development is likely to 
reduce our exports of manufactured goods, the latter to increase them. But 
since our exports to Europe were so much more important than our exports to 
other parts of the world (except Canada) one would expect the proportion of 
manufactured goods exports to total American exports to grow rather than 
shrink after the war. Partially offsetting this tendency in the earlier postwar years 
will be the need for Europe to restore its real working capital stocks by heavy 
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The percentage composition of American exports and imports 
in certain recent years is indicated by the following table prepared 
by the League of Nations. 

Ta B LE XI I 

PERCENTAGE COMPOSITION OF UNITED STATES FOREIGN 
TRADE IN MERCHANDISE 21 
(Selected Years) 


Imports 

Exports 

'1928 1935 1937 

'1928 J935 1937 


Foodstuffs and Live Ani- 


mals 25 32 29 15 9 8 

Materials Raw or Partly 

Manufactured 47 5 ^ 43 47 42 

Manufactured Articles . . 25 21 20 42 44 50 


100 100 100 100 100 100 

If approximately the same ratios for exports held after the war 
one could assume that net foreign investment of, say, |i billion 
would increase our exports of manufactured articles by about $450 
million, of raw and partly manufactured materials by about $400 
million, and of foodstuffs I150 million. These would not be the 
full and ultimate increase in exports but only those which could be 
directly attributed to the foreign investment.22 
Since manufactured goods exports bulk large in total American 
exports let us examine these further. The following table prepared 
by the United States Department of Commerce is revealing.^s 

imports of raw materials. Some of these will almost have to come from the 
United States. Consequently on balance the writer believes that the most rea- 
sonable assumption is that foreign lending will probably mean an expansion 
of American exports having about the same composition that American ex- 
ports had before the present war. 

Of course a wholesale lowering of trade barriers the world over is another 
matter. But is this likely? 

21 The Network of World Trade (Economic and Financial, 1942, 11 , A. 3). 
Geneva, 1942, p. 23. 

22 There would be induced exports arising from growing incomes abroad. 
We have already dealt with this question in Chapter VI supra. Furthermore, 
insofar as the loans were used to buy, say, American machinery, there might 
well be exports of machinery for replacements over the years. 

23 United States Department of Commerce: The United States in the World 

Table 7, p. 59, 
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Table XIII 

UNITED STATES EXPORTS OF LEADING MANUFACTURED 
GOODS IN SELECTED YEARS 
(In Millions of Dollars) 


Year 

Iron and 
Steel- 
Mill 
Products 

Ma- 

chinery^ 

All 

Glasses 

Automo- 

biles^ 

Including 
Engines 
and Parts 

Total 

Index 
(1929 = 
100) 

1922. 

. .. 136.2 


103.2 

473*3 

35*^2 

1929. 

. . . 200 . 1 

604.4 

541.4 

1345*9 

100.0 

1932. 

. .. 28.9 

131*3 

76.3 

136.5 

17.6 

1937 * 

. .. 300.1 

479*1 

346.9 

1126.1 

83*7 

1938. 

. .. 184.2 

486.3 

170.4 

940.9 

69.9 


Here we observe that machinery, automobiles, and iron and steel 
products accounted for $1,345.9 millions of American exports in 
1929.24 Considered alone this is a large figure. But how large was 
it in relation to American manufacturing in these industries and 
how much employment did it occasion? 

The importance of the export sales in these three industries is 
roughly indicated by comparing their export sales with their gross 
value of product. For the year 1929 we find the relationship to be 
that shown in Table XIV which follows immediately below.^® 


Table XIV 

RATIO OF EXPORTS TO GROSS VALUE OF PRODUCT IN 
CERTAIN MANUFACTURES 


Gross 


Percentage 

Value of 

1929 

of Gross 

Product 

Exports 

Value to 

{$ mil) 

iSmil.) 

Exports 

Iron and Steel Products 7,138 

200.1 

2.7 

Machinery. 7>043 

604.4 

8.5 

Automobiles 3 , 93^ 

541.4 

13*7 


24 Total exports of finished manufactured goods in 1929 from the United 
States were $2.53 million so that exports of machinery, automobiles, and iron 
and steel products were 53 per cent of total exports of manufactured goods. 

25 The data for gross value of product are from Kuznets, S., Commodity 
Mow and Capital Formation, New York, 1938, pp. 24, 136-137* contrast it is 
interesting to observe that somewhat similar figures for Germany show the 
proportion of industrial output exported to be much greater, amounting, ap- 
parently, to about 20-25 per cent of total industrial production for the years 


138 


FOREIGN INVESTMENT 


How much “direct^* employment did these particular exports 
entail? If we assume that exports were responsible for no more 
(or no less) direct employment in relation to sales than production 
sold at home, the direct employment occasioned by exports would 
be that percentage of total employment which export sales bore to 
total sales. The computation can be made for “factory employ- 
ment’* only by using census data as reported by Solomon Fabri- 
cant .26 On this basis the total direct factory employment attrib- 
utable to these exports in 1929 was: 


Iron and Steel 23,660 

Machinery 957 3^0 

Automobiles 61, 307 


180,277 

This figure of 180,000 persons, it should be emphasized, is only 
for direct employment in these three industries. Some unknown 
number of additional persons were obviously employed in mining 
ore for the machines that were exported, producing coal for their 
transportation, etc. Perhaps all told 360,000 to 400,000 persons 
might have traced their employment to the exports of these three 
groups of manufactured goods in 1929. And as we have already 
noted, manufactured goods exports were a high proportion of total 
American exports in 1929. But even in a year when the aggregate 
of American exports was the largest on record, prior to World 
War II, the employment directly occasioned by exports of the chief 
manufactured goods was surprisingly small. 

It is worth noting in passing, moreover, that for the prewar 
period the three principal manufactured goods exports (machinery, 
automobiles, and iron and steel mill products) were less stable than 
manufacturing as a whole in the decline in national incomes that 
began in 1929. In other words, they were products whose sales 
were more sensitive than manufactured goods as a whole to de- 
clines in national income. This is not surprising in view of their 
character as principally durable producers’ and consumers’ goods. 
The important point is that when the national income in the 

i 925 ‘^ 934 - See Robinson, N., “German Foreign -Trade and Industry after the 
First World War,” Quarterly Journal of Economics, August, 1944, pp. 615-636, 
especially pp. 621-622. 

Employment in Manufacturing, New York (National Bureau of 

Economic Research), 1942, 
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United States began to decline after 1939, exports of manufactured 
goods did not act as a sustaining factor in manufacturing employ- 
ment 

In 1929 wage earners in manufacturing were 8,362 thousands. 
Of this figure only 29 per cent were in iron and steel products, 
machinery and automobiles. Between 1929 and 1933 total factory 
employment in manufacturing dropped by 30 per cent. But the 
decline in employment in the three industries which bulked large 
in manufactured goods exports was 43 per cent of the total decline 
in manufacturing employment. In other words, the manufactured 
goods that were exported by the United States were more unstable 
in terms of employment than manufactured goods as a whole.^^ 

The actual fall in the exports of iron and steel products, ma- 
chinery, and automobiles from 1929-1933 was of course much 
greater than the decline in factory employment in these industries 
in the United States. That is, while our principal manufactured 
exports were from industries in manufacturing that were domes- 
tically more unstable than manufacturing as a whole, the export 
side of these industries declined much more than the domestic por- 
tion. (See Table XIV.) But this is probably not to be charged to 
a higher income elasticity of demand abroad than at home for 
these goods but doubtless almost exclusively to the growth of trade 
restrictions on American products abroad after 1929.^® 

But it is unnecessary to labor the main point we are here en- 
deavoring to emphasize. That is, while exports of manufactured 
goods in 1929 were a large figure viewed as an absolute amount 
they were at the same time comparatively small in relation to 

27 Calculated from Fabricant, S., Employment in Manufacturing, 

New York, 1942^ Appendices B and F. 

28 It is possible to make a rough guess concerning the contribution of ex- 
ports to unemployment in these three groups, apart from trade restrictions, by 
making a few assumptions. In 1929, for example, exports accounted for 2.7 per 
cent of gross value of product in Iron and Steel Products. If we assume (as 
before) that exports therefore were responsible for 2.7 per cent of 1929 em- 
ployment in Iron and Steel, then we might say that if total employment therein 
declined 528,700 between 1929 and 1955 that exports would have caused 2.7 per 
cent of this drop, or 9,275 persons. Similar computations for machinery and 
automobiles would give figures of ‘'contributions” to unemployment of 48,977 
and 27,187 respectively. In other words, directly about 84,400 persons could 
perhaps be expected to be thrown out of work had exports declined no more 
than domestic production and had they accounted for the same employment 
in production at home as goods sold on the home market. 
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total employment of wage earners in manufacturing. Using the 
methods of computation we have previously described the direct 
factory employment traceable to the principal manufactured goods 
exports in 1929 was about 180 thousands.^® Total employment 
therein was 8,362.2 thousands. Hence the ratio of direct employ- 
ment attributable to exports of manufactured goods to total em- 
ployment (of wage earners) in manufacturing was approximately 
2.28 per cent.^o 

5. Relevance of the Foregoing to the Case of American Foreign Investment 
after the War 

The relation of the foregoing analysis to the problem of the 
effect of American foreign lending upon domestic employment 
hinges upon the validity of the presumption we have already sug- 
gested. That presumption was that the rise in American exports 
as a consequence of investment abroad might be expected to show 
a composition similar to the composition of American exports in 
the past. In other words, about 42-47 per cent in manufactured 
goods, about 40-44 per cent in raw or partly manufactured goods, 

29 See supra, p. 137 ff. 

^oThe Statistical Abstract of the United States (ig^8), p., 435, gives estimates 
for the percentage that manufactured goods exports bore to total manufactur- 
ing production where the latter is measured in ‘‘net value” terms. These figures 
run higher than for the three industries we have discussed above. Using “net” 
instead of “gross” value of product makes the denominator smaller and hence 
the percentage larger, of course. For selected years the percentages follow: 
(The effect of early postwar conditions on manufactured goods exports shows 
up sharply in the 1919 figure.) 

Manufactured Goods Exports as 
Per Cent of Net Value of Product 

1919 12.2-12.6 

1923 6.6- 6.8 

1925 7-9- 8,2 

1927 8.4- 8.7 

1929 8.6- 8.8 

We have also percentages calculated in ibid,, p. 435, for the proportion of 
exportable goods exported. These follow, again for selected years, without 
reference to changes in the gold content of the dollar. 


1919 ....... 


1929 ........ 

........ 9.8 

1921 

12.8 

1931 ........ 

........ 7.4 

ms 

8.9 

1933 

........ 6.6 
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and the balance in foodstuffs and live animals. This assumption, 
of course, may not be borne out by the facts as time passes. But, 
in the writer’s judgment, there is more reason to assume an approxi- 
mate continuance of the past composition of exports than to ex- 
pect some drastic change.®^ 

On this basis we could guess that of any sum invested abroad 
after the war about (say) 45 per cent of it could be expected to 
lead to direct exports of manufactured goods, although not neces- 
sarily, to be sure, to the countries where the funds were invested. 

We noted that in 1929 exports of manufactured goods in the 
amount of $1,345.9 millions (machinery, iron and steel, and auto- 
mobiles) could perhaps be charged with direct employment of about 
180,000 persons. 

If we assume that additional exports would require direct addi- 
tional employment in the same ratio, then we could guess that for 
each 1 billion dollars’ worth of similar exports about 133,700 per- 
sons could be expected to be employed in manufacturing. 

The same relationship can be expressed the other way about. 
If exports of manufactured goods are to be 1 billion dollars greater 
as a consequence of foreign investment, then assuming the com- 
position of total exports to remain roughly the same as in the past 
foreign investment of about 2.222 billions would have to be made. 

4, Foreign Investment and American Postwar Employment 

It is important that we emphasize the reasons why we have dealt 
with the question of the relation between American investment 
abroad and American exports at what may appear unnecessary 
length. Our purpose has not been to belittle foreign trade nor to 
argue against promoting it to a high level. From the point of view 
of the world as a whole foreign trade, including American foreign 
trade is important. And in the postwar world all countries will 

81 We may not export so many passenger automobiles but perhaps more trucks 
and busses, for example. But changes of this kind are not serious from the 
point of view of employment. 

82 This assumes no technical changes in production. It assumes also that the 
principal manufactured goods exported would be of the same sort as exported in 
1929 or that they were ‘'employment creating” in the same degree. Neither might 
be true of course. But I know of no way of allowing for these difficulties. Cer- 
tainly technical improvements have occurred. 
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benefit from measures taken to increase the volume of world trade. 

Our concern in the present section was to suggest that those 
who argue for foreign investment as a means of augmenting do- 
mestic employment must either envisage foreign investment by the 
United States on an enormous scale or they must assume a much 
larger employment stimulus at home from foreign investment than 
seems to be warranted. A rate of foreign lending of $8-10 billions 
a year might be an effective means of stabilizing American national 
income at something approximating a full employment level. But 
one finds it hard to suppose that any such figure is seriously pro- 
posed, or, that if it is, it is suggested on an “investment” basis from 
which the United States would expect to receive at least “service 
charges” if not any ultimate repayment of principal in the fore- 
seeable future. On a donation-gift basis, of course, the dollar sums 
made available raise no comparable balance of payments problems. 
Hence if one is to rely on foreign investment to give the major 
“lift” to American national income or to “sustain” it once it attains 
an acceptable level, one must presuppose a volume of postwar 
foreign lending by the United States very much above any figure 
that it seems reasonable to contemplate. A “moderate” stream of 
investment—say, I2-3 billions a year— cannot be expected to pro- 
vide more than a minor stimulus to American national income. 

The reasons for this conclusion are perhaps adequately revealed 
simply by comparing the figure mentioned (I2-3 billions) with 
aggregate domestic investment in the United States in recent times. 
For the period 1919-1935 gross capital formation averaged about 
1 14.0 billions measured in current prices, and about I13.5 billions 
in 1929 prices, when movable consumers' durable goods are omitted. 
If the latter are included, the figures rise to $21.0 billions and 
I20.6 billions respectively. But these averages include six years 
(1930-1935) of under-employment; years when gross capital forma- 
tion (omitting movable consumers’ durable goods) in current prices 
fell from I20.2 billion in 1929 to I3.1 billions in 1932 and even in 
1935 only climbed back to $9.0 billion,®^ Notwithstanding these 
six low years the average for 1919-1935 was about $14.0. 

No one can venture more than a reasonable guess as to the size 

33 Kuznets, S,, National Income and Capital Formation, New York 

(National Bureau of Economic Research), 1937, Ch. VII. Measured by Variant II 
the figures for 1929, 1932, and 1935 were respectively $30.2, I6.9, and I14.9. 
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of gross capital formation appropriate to a national income of 
$140-145 billion (in 1944 prices) which might accord with some 
acceptable definition of “full employment/’ But the probabilities 
are that at that income level gross capital formation would need 
to approximate possibly $22-55 billions if full employment were 
to be sustained. If this figure were found necessary it is apparent 
that only a small fraction of it would be supplied by foreign in- 
vestment of $2-3 billions a year.^^ 

Let us repeat, however, what we have already emphasized con- 
cerning the purpose of the present section. We are not arguing that 
international trade is not worth bothering about. We are suggest- 
ing that as a sustainer of high level employment in the domestic 
economy it is not likely to be a major item. Domestic investment is 
so much more important.^® 

III. FOREIGN INVESTMENT AND NATIONAL 
INCOME 

We now wish to analyze briefly some of the similarities and points 
of difference between home investment and foreign investment in 
relation to national income. Although the generally accepted 
formulation is that the two are essentially the same in this respect, 
the question may yet bear examination. 

The theory that relates investment to national income is usually 
expounded for a “closed economy,” that is, an economy not having 
economic relations with other economies by way of trade, financial 
dealings, and the like. Consequently the problem of differences 
between home and foreign investment in relation to national in- 
come does not arise. A similar conclusion is reached by taking the 
whole world as an economic unit. Investment is investment and 
quite independently of where it occurs, if unemployed resources 

34 It might appear somewhat inappropriate to compare gross capital forma- 
tion with net foreign investment. But the same problems of capital depletion 
do not occur in foreign investment as in domestic. 

35 If we examine Kuznets’ figures we see also that a very large fraction of 
gross capital formation— more than 50 per cent~is residential, business, and 
public construction. By no means can this type of capital goods activity be 
exported. Cf. Ibid., p. 42. See also supra Chapter II, Table III. 
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exist, it works in the direction of increasing income. This is per- 
haps the usual formulation. 

From the point of view of any one country, however, the case is 
not quite so simple. Let us look into this. 

Investment abroad would be just as helpful to domestic employ- 
ment as investment at home were all goods of whatever kind 
capable of entering into international trade. But in fact this is not 
the case. The “real transfer*’ (as opposed to the money transfer) 
that foreign investment requires can only be achieved by a rise in 
exports (relatively to imports) of goods that are able to move in 
trade between countries. In the main these fall into three principal 
categories: finished consumers’ goods, semi-fabricated goods and 
raw materials, and movable producers’ goods.®® It is through ex- 
ports of goods in these categories that the real transfer which for- 
eign investment entails is achieved. In other words, the initial ex- 
penditure of the domestic funds transferred to the foreign bor- 
rowers must go for goods of these three kinds that can move in 
international trade. 

But this is the same as saying that foreign investment can only 
swell the domestic income stream initially through the increased 
purchase of goods that can move in international trade. In the 
first instance, in other words, the impact of a unit of foreign in- 
vestment is to raise incomes in those industries whose products 
can move in foreign trade.®^ 

Domestic investment by contrast has two additional avenues by 
which to enter the income stream; and one of them is especially 
helpful in terms of home employment. The first is certain service 
industries which by their very nature have to be locally supplied 
and consumed. The second, and more important for present pur- 
poses, is immovable producers’ goods, especially products of con- 
struction. These two industries may be the object of initial ex- 
penditure in the case of domestic investment, but they are pre- 

s6 No brief except convenience is held for this classification. The League of 
Nations studies commonly classify merchandise trade into “Foodstuffs and live 
animals,” “Materials raw or partly manufactured,” and “Manufactured articles.” 
This would do almost as well for our purposes. The point of relevance is what 
is omitted, not the classification of what actually moves in trade. 

37 The secondary and later effects through the increased expenditure by those 
who were the first to have their incomes raised are of course not so restricted. 
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eluded in the case of foreign investment. But of what consequence 
is this? 

In order to forestall misunderstanding let us emphasize at once 
that our differentiation here between home investment and for- 
eign investment relates entirely to the initial expenditure that the 
two investments occasion. Beyond the first act of expenditure— the 
amount of the investment— the sequence for home and foreign 
investment is undoubtedly much the same. The marginal pro- 
pensity to consume will probably be no different in the one case 
than in the other. But we would be inclined to insist that because 
foreign investment cannot impinge directly upon the domestic im- 
movable capital goods industry it is less helpful to home employ- 
ment than domestic investment. 

Our reasons for so holding are twofold. In the first place, the 
capital goods industry is the one most likely to fall into a slump 
and so cause total employment to turn downwards. And within 
the capital goods industry the immovable capital goods are a sizable 
fraction of the whole. Hence, from the point of view of home em- 
ployment, it is desirable that, in general, the initial investment 
expenditure should devolve upon the capital goods industry di- 
rectly. It is here that unemployment is most likely to threaten, and 
here also that unemployment is likely to be most acute when it 
does occur. 

The second reason for holding that it is beneficial to employ- 
ment to have the initial investment expenditures paid out for 
capital goods (and immovable capital goods in particular) is that 
expenditures for capital goods are less likely to call forth disin- 
vestment of inventories instead of direct employment. If the initial 
expenditure goes for goods that can move in international trade, 
the primary employment effect is likely to be less than if it goes 
for immovable capital goods. Goods that can move in international 
trade are goods that can be inventoried and whose output can be 
increased from existing productive facilities without any necessary 
purchase of more capital goods. To be sure, if domestic purchases 
of goods that can move in international trade increase sufficiently 
because foreign investment is very large the sellers of these goods 
will, ultimately, have to increase their purchases from manufac- 
turers; the latter, in turn, may have to employ more laborers and 
perhaps even add to their production facilities by ordering more 
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capital goods. But the last step might be long delayed, and unless 
the increase in foreign investment were quite large it might never 
be taken at all. Instead of activating the capital goods industry 
directly, the domestic expenditures occasioned by foreign invest- 
ment might dissipate their force in a decline in inventory holdings 
on the one hand and a rise in output from existing productive 
facilities on the other.®^ 

The same reasoning can be stated as follows. The capital goods 
industry is a peculiarly appropriate object for the initial expendi- 
tures from foreign investment because its goods are not likely to 
be inventoried and because it is the danger or trouble spot in 
terms of unemployment. Capital goods, as a class, are more nearly 
‘‘made to order'’ rather than carried “in stock." And immovable 
capital goods, particularly construction, are not carried in stock 
at all. Hence, per unit of expenditure for new investment, capital 
goods purchases tend to be employment creating to a greater degree 
and in a shorter time interval than other goods purchases. But 
immovable capital goods are the very goods which the initial ex- 
penditure occasioned by foreign investment cannot touch at all 
and which, by contrast, domestic investment is likely to fall upon 
to a substantial degree. Foreign investment stimulates employment 
in the immovable capital goods industry in a wholly indirect fash- 
ion. Domestic investment works directly towards the same end.®® 

8S The sequence described above with respect to disinvestment of inventories 
and increased output from existing productive facilities in the case of foreign 
investment has a certain parallelism to the observed facts of the impact of war 
expenditures upon the American economy. 

For reasons that are not important in the present context, the war expendi- 
tures were far from evenly distributed geographically after December 7, 1941. 
In particular the Pacific Coast area was an area of extreme concentration: here 
incomes rose, unemployment fell, and a boom developed. But the boom did 
not quickly spread to all parts of the country even though there was increased 
buying from markets in other parts of the country. It took some little time 
before incomes rose and unemployment fell significantly in these regions. And 
more particularly there was no need to increase installed production facilities 
appreciably. The increased buying occasioned by increased investment on the 
Pacific Coast could be handled from inventories and existing facilities. Indeed 
for some time after war expenditures in the country as a whole had reached 
prodigious figures. New York City had an unemployment problem. 

89 If the reader is loath to accept the argument just presented, let him ask 
himself whether, in trying to work out of a slump, it makes any difference at 
what point in the economy new expenditure is injected. Surely an affirmative 
answer must be given. And the reason is that if there is an injection into the 
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The fact that foreign investment cannot directly activate the 
industries making immovable capital goods would be of less conse- 
quence were construction, the immovable capital goods par excel- 
lence, not such a large fraction of gross capital formation, i.e., 
gross investment. We have dealt with this point at some length in 
Chapters II and III and elsewhere in Part One. The analysis need 
not be repeated here. In the United States at least, something more 
than half of gross capital formation is construction.^® Maintaining 
construction at a high level of activity goes a long way towards 
maintaining investment at a figure large enough to assure adequate 
employment. 

The dominance of construction both as a component of gross 
capital formation and as a contributor to total unemployment 
means that foreign investment can only influence domestic con- 
struction by roundabout paths. If a foreign country borrows to 
construct a power plant or a rayon factory, there is no way by 
which such construction activity abroad directly activates the do- 
mestic construction industry. One cannot export an excavation 
for a building foundation. The task has to be done in situ. Steam 
shovels, bulldozers, and building materials may be sent abroad: 
but not foundations for buildings, finished structures, and the like, 
which constitute such a large fraction of total real capital in any 
country. The consequence is that investment abroad cannot stim- 
ulate the domestic construction industry in the same manner as 
home investment. In its effects upon home employment foreign 
investment is more nearly like directly adding to consumers' in- 
comes than like public works because its effects can only be trans- 
mitted through increased sales of goods capable of moving in in- 
ternational commerce. From a cosmopolitan point of view, foreign 
investment is investment like any other investment since it means 

income stream at any particular point it takes time before it shows its effects 
at all other points in the economy. And at some points its effects may be 
imperceptible. One cannot assume that if there is increased spending in par- 
ticular finished goods markets that the capital goods industry will be drawn 
to a higher level of employment quickly or even ultimately. There may well 
be enough slack (including existing inventories) in the finished goods industry 
to make capital goods purchases unnecessary. The construction industry may 
be a long time in feeling the effects of the greater spending in finished goods 
markets. And yet it may be the construction industry and other capital goods 
industries that are most in a slump. 

40 See supra Tables III, IX. 
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an increase in the world demand for capital goods. But from the 
point of view of the country financing accretions to real capital 
abroad it does not mean a direct stimulus to its own capital goods 
industries in a manner parallel with home investment. Its effects 
upon the domestic capital goods industries are indirect and tenuous 
except insofar as capital instruments, such as machines, are actu- 
ally shipped abroad because of foreign investment commitments. 

It has seemed worth-while to emphasize these differences between 
foreign investment and home investment in their effect upon do- 
mestic employment since it is often implied that the two are inter- 
changeable for a country threatened with underemployment and 
likely to encounter difficulty in maintaining aggregate investment 
at a figure high enough to prevent a drop in national income. The 
difference between home investment and foreign investment, more- 
over, is all the more significant if one clings to the stagnation thesis 
in which the need for extensive investment is alleged to have dimin- 
ished because of a diminishing rate of population increase. Exten- 
sive investment is construction. The fact that the Chinese need 
more and better housing can scarcely maintain employment in the 
American construction and ancillary industries, even though Amer- 
ican funds finance housing developments in China. 

The consequence is therefore that insofar as real capital forma- 
tion from foreign borrowing manifests itself in an activation of 
the construction industry, it is the construction industry in the 
borrowing:, not the lending, country which is stimulated. No means 
of exporting construction has yet been devised and until that time 
there is an inescapable difference between domestic and foreign 
investment in their mode of operation upon domestic employment. 
In general, big construction projects abroad leave domestic em- 
ployment in the construction and related industries much as they 
were. If construction is increasing abroad our exports of construc- 
tion machinery may increase somewhat.^^ But it is a devious and 

41 The amount of construction machinery needed for a given expenditure 
upon construction varies a good deal according to the type of construction 
being undertaken and, of course, the relative costs of labor and equipment. Yet 
the proportion between needed construction machinery and the total cost of 
the construction project is much smaller than commonly supposed. For high- 
way construction in the United States “equipment having a value, when hew, 
of 15 per cent of a full season's completed work is sufficient, with some margin 
for unfavorable conditions.” For heavy construction work— daras, dredging. 
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perhaps slow process by which greater production and exports of 
construction machinery increase employment in the domestic con- 
struction industry. 

Hence in the writer's opinion it is not a matter of indiflEerence 
from the point of view of home employment whether the stimulus 
is home investment or foreign investment. Home investment con- 
centrates spending in the capital goods industries directly where 
the primary employment effect is likely to be greater and where 
the dangers of a slump developing are most acute. More employ- 
ment is created and created sooner and at precisely those points 
where it is most serious. Hence unless one is prepared to disregard 
the rate of change to a given stimulus or is indifferent to the 
amount of spending necessary to achieve a given result foreign 
investment and home investment are not identical and cannot be 
so regarded. 

tunnels, etc.— the fraction might run a little higher, while for building con- 
struction 5 per cent appears to be adequate. As an average for construction as 
a whole apparently 12 per cent is sufl&cient. See Monthly Labor Review, May, 
1944, pp, 921-922. These figures relate to the value of the equipment new and 
pertain to the United States. With less expensive labor in other countries the 
percentage would presumably be lower, possibly very much lower. 
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IMPORTS IN RELATION 
TO AMERICAN EMPLOY- 
MENT AND NATIONAL 
INCOME 


I. INTRODUCTION 

An ANALYSIS of the relation between imports from abroad and the 
American national income can proceed from several alternative 
assumptions. In the first place one may inquire what aggregate im- 
ports are likely to be if the American national income is main- 
tained at a high level without substantial modifidation of existing 
tariff rates and without fresh foreign lending on a large scale. 
Second, one may consider what imports would be likely to come 
in in large volume if existing tariffs were lowered appreciably, and 
what would be the effect of these imports upon domestic employ- 
ment. Finally, one might analyze the probable consequences of the 
United States taking a full-fledged creditor position with a strong 
passive balance of payments. And this last question can be exam- 
ined both on the assumption that the United States modifies its 
heretofore strict protectionist policy and, alternatively, on the 
premise that it continues to adhere to it. 

The traditional argument for imports stems directly from the 
gains to be had from an international division of labor. If one 
grants that the self-restorative powers of the modern economy are 
sufiiciently powerful to maintain acceptable levels of national in- 
come (with only occasional and brief aberrations therefrom), the 
traditional argument is a powerful one. For it is easily demon- 
strated that the world as a whole will be better off with the same 
contribution in effort if nations specialize and trade with one an- 
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other than i£ they strive for self-sufficiency. But if international 
specialization and trade are carried on between economies that are 
periodically falling into a slump characterized by serious unem- 
ployment it may not be true that the world as a whole will be 
better off pursuing a policy aimed at maximizing international 
specialization and trade. What is gained through the international 
division of labor may be more than offset by the cuts in national 
income occasioned by having to endure prolonged and widespread 
unemployment. 

And in eschewing specialization and world trade the makers of 
national policy need not believe that the cause of the slump lies 
in foreign trade. It is sufficient to believe only that anti-depression 
measures are more difficult to handle as part of a world economy 
than in a closed economy. 

The consequence is that we must examine imports in their rela- 
tion to the volume and distribution of domestic employment. For 
if it should appear that making the United States a better market 
for the rest of the world is incompatible in a measure with the 
maintenance of reasonably full employment here at home then 
such a policy might appear unwise both from the American point 
of view and from that of the world at large. The unfortunate (?) 
fact seems to be that the American economy is so large relative to 
the rest of the world that the maintenance of high income levels 
here is of pre-eminent importance in fixing the level of prosperity 
or depression in the rest of the world. Consequently both from 
the American point of view and almost equally from that of the 
world as a whole a high level of domestic employment is of more 
than passing interest; it must be considered in conjunction with 
any international economic policy which the United States may 
elect. 

Section II of the present chapter analyzes American imports in 
times past but with special reference to their relation to national 
income. In this way we may gain some inkling of probable imports 
(with unchanged tariff rates) at high income levels. 

Section III tackles the problem of tariff reductions and endeavors 
to suggest a few pertinent considerations concerning the effect of 
the resulting imports upon American domestic employment. 

Section IV examines the effect upon the American balance of 
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payments of capital exports at different rates; it also endeavors to 
assess the capacity of the American economy to absorb imports 
and at what real cost to the domestic economy. 


IL AMERICAN NATIONAL INCOME AND 
AMERICAN IMPORTS 

American imports in the recent past have displayed three impor- 
tant characteristics. In the first place they have consisted in an 
overwhelming degree of raw materials and other products requiring 
further fabrication. In the second place, in their variation through 
time, they have correlated very closely with the index of industrial 
production. Thirdly, their physical volume is not apparently much 
affected by price changes. 

j. Source and Composition of American Imports and Their Relation to 

Industrial Activity 

According to the Bureau of Foreign and Domestic Commerce, 
for the years 1935-1937, . . more than 70 per cent of all imports 

by value consist of materials for further fabrication. Another 8 or 
9 per cent is made up of fats and oils and fuels and lubricants, and 
about 10 or ii per cent consists of foodstuffs. Finished consumers* 
goods other than foodstuffs represent less than 6 per cent of total 
imports.**^ Over the whole period 1919-1939 we find the following 
percentage distribution: 2 

Per Cent 
of Total 
Imports 

Crude Materials 35.2 

Crude Foodstuffs. 12.7 

Manufactured Foodstuffs 13.4 

Semi-Manufactures... 18.3 

Finished Manufactures 20.4 

Included in finished manufactures, moreover, were newsprint 
and jute manufactures, to the amount of 6 per cent of total im- 

1 U. S. Department of Commerce, Bureau of Foreign and Domestic Commerce, 
‘‘Foreign Trade After the War” (processed), Washington, October, 1943, p. 7. 

2 U. S, Department of Commerce, The United States in the World Economy, 
Washington, 1943, p. 40. 
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ports, which are perhaps more in the nature of raw materials than 
commodities ready for consumption in the usual sense. 

Where did these imports come from and what was their composi- 
tion as between one source and another? Although American im- 
ports of merchandise fell from I4.39 billions in 1929 to $5.08 
billions in 1937 the proportions contributed from various parts of 
the world remained remarkably steady as the following figures 
indicate: ® 


Table XV 

PERCENTAGE DISTRIBUTION OF U. S. IMPORTS 1927 AND 1937: 

BY ORIGIN 


Per Cent of Total Imports from ig 2 g igs 7 

North America: 

Northern 11.7 13.2 

Southern 10.6 9.2 

South America 14.5 13.7 

Europe 30.3 27.3 

Asia 29.1 31.4 

Africa and Oceania 3.8 5.2 


100.0 100.0 

In other words, almost 60 per cent of our imports came from Europe 
and Asia. It is also interesting to observe the composition of our 
imports according to the type of goods that came from each con- 
tinent. Here we give the percentages for 1937 only: ^ 

Table XVI 

PERCENTAGE DISTRIBUTION OF U. S. IMPORTS FROM EACH 
CONTINENT BY TYPE OF COMMODITY, 1937 


* Total 

Crude 

Materials 

Food- 

stuffs 

Semi- 

Manu- 

factures 

Finished 

Manu- 

factures 

North America. 100 

12.3 

44.1 

20.9 

22.7 

South America. 100 

34-0 

52.6 

12.8 

.6 

Europe 100 

18.0 

18.4 

30.1 

33-4 

Asia 100 

55-4 

14.6 

18.2 

II. 8 


As stated already, American imports fluctuate closely with the 
volume of industrial production in the United States. This is par- 

^ Statistical Abstract of the United States, 1938, p. 458. 

4 p. 455. 


154 IMPORTS AND NATIONAL INCOME 


ticularly true when imports are measured in physical volume rather 
than in value terms. But even in value terms the parallel move- 
ment of imports, industrial production, and national income is 
quite close from 1922-1939. In the main, the close relationship 
between imports and industrial production is attributable to the 
composition of American imports as already described. If most of 
our imports were raw materials and semi-manufactured goods it is 
only to be expected that their volume would fluctuate closely with 
industrial production within the United States. With a high level 
of industrial activity in the United States we import in large 
volume. The world supply of American dollars is large. And, in 
general, economic conditions abroad are rendered favorable by the 
existence of a brisk American demand for primary products. 

But the causal connection between industrial activity in the 
United States and world prosperity does not end here. There is also 
the matter of prices. 

A high level of industrial activity in the United States not only 
means that our imports of primary products will be large. It also 
means that the prices received by foreign exporters will be rela- 
tively high because the American demand for such commodities 
is so frequently a large fraction of the total world demand. Hence 
a high level of industrial activity in the United States means not 
only that other countries sell more of their raw materials and semi- 
manufactured goods but also that they get better prices for them. 
On both counts the World supply of dollars available is substantially 
increased. But because the material cost is usually a small part of 
the total cost the higher prices are not a serious deterrent to their 
consumption by American industry. Within the United States these 
products have a high income elasticity of demand but a low price 
elasticity of demand. 

These comments are not to be interpreted, of course, as descrip- 
tive, without qualification, of all American imports of primary 
products. In not a few instances— rubber, coffee, tin, for instance- 
commodity price control schemes were operative from time to 
time and so raised import prices. Furthermore, since the great de- 
pression, the primary raw materials have scarcely regained the 
prices attained in the twenties, due, in part, doubtless, to the 
growth in the use of substitutes (e.g., for silk) and to trade policies 
aimed at national self-sufficiency. Consequently on the supply side 
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excess capacity and low prices were fairly common. But as the 
Department of Commerce study points out,^ “The influence of 
changes in the American market stood out with particular clarity 
in the depression of 1937-38, which was much more pronounced 
in this country than in other leading industrial countries and pro- 
duced immediate effects on world prices for raw materials and 
foodstuffs.” 

2, American Imports when National Income Is Stable 

The foregoing concerns the relation between American imports 
and the fluctuations in American national income. The close simi- 
larity of movement in the two in times past seems to be reasonably 
clear. Yet we have now to ask a different, though related, question: 
what can one say concerning the relation between national income 
and imports when national income is not fluctuating violently as 
it did, for instance, in the period 1929-1939, but is, on the con- 
trary, maintained steady at high levels with perhaps a secular trend 
upwards? In what respects will the relation between imports and 
national income be altered and what is the probable net result? 
Several points are worth suggesting for consideration.® 

In the first place, we may observe that, with present tariff sched- 
ules, certain goods tend to be imported only at high levels of na- 
tional income. Otherwise domestic production is adequate to sup- 
ply consumption needs. Wool is the classic case, but there are 
others, e.g., copper. In instances of this kind it seems reasonable 
to suppose that were national income to remain at a high level 
for an extended period, and hence sustain aggregate demand for 
these products, domestic production would expand. In other words, 
instead of imports being sustained at a high level because national 
income was large, domestic output would probably increase and 
be marketed at prices to undersell the imported product given the 
present tariff rates. In the past it has not been profitable to expand 
domestic production further because only sporadically has national 

5 The United States in the World Economy, p. 41. 

6 1 am indebted to Professor Jacob Viner for some stimulating suggestions 
in oral discussion of some of the points considered in the following few para- 
graphs. He has not seen the manuscript, however, and is in no sense to be 
considered in agreement with what T have written. 
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income, and thus the price of the product, been high enough to 
warrant a greater output. But a sustained high level of national 
income might well be another story. 

It is of course quite impossible to say by how much and for what 
specific products this tendency would reveal itself at persistently 
high levels of national income.'^ Yet it seems altogether reasonable 
to suppose such a development would occur, and that in the aggre- 
gate, given existing tariff schedules, it would reduce the absorption 
of imports below what it has been when American national income 
has reached (relatively) high levels in the past. In the main, our 
tariff rates have been fixed in relation to some “normah" domestic 
prices. But “normar* prices have been less than what can be ex- 
pected at high income levels after the war. Hence some domestic 
expansion of output at a profit could occur at somewhat higher 
prices and still be marketed to undersell foreign producers who 
are hampered by the duty. 

A second factor may also diminish our (probable) absorption of 
imports at high levels of employment and income below what it 
has been in the past when we had a brief spell of nearly “full 
employment." This is the inventory accumulation and dis-hoarding 
problem. 

One of the commonest phenomena in economics is the accumula- 
tion of inventories in a period of advancing business activity. This 
is often a simple speculative reaction: the effort to profit from 
rising prices in a rising market. In part, however, it is an effort to 
have sufficient inventories on hand to meet a future rate of output 
which often is never realized. In any actual instancy, of course, one 
cannot separate statistically the one from the other. But when the 
peak is seen to be past, purchases of inventoried materials fall off 
more drastically than output. So it has been with American pur- 
chases of certain raw materials from abroad. Wood pulp and stand- 
ard newsprint imports (in physical volume) have at times been 
imported at a rate notably above current rates of production of 
paper products, paper, and printing and publishing. Similarly im- 
ports of unmanufactured wool and mohair and (to a lesser degree) 
hides and skins have grown more rapidly than the current produc- 
tion of the products made from them. Inventory accumulation was 

7 In the wool case, for example, it would also depend upon the price of 
mutton since the two are produced from the same animal. 


NATIONAL INCOME AND IMPORTS 157 


occurring. Conversely, when the volume of production and trade 
declined, the physical volume of imports declined even more. 
Inventories that earlier appeared deficient later appeared exces- 
sive. Inventories were “worked off.’’ 

The consequence of the foregoing is that our absorptive capacity 
for imports at sustained high income levels may be falsely por- 
trayed by comparing national income and imports at boom periods 
in the past. At a stable high income level speculative inventory 
accumulation would not occur, presumably, so that our demand 
for imported raw materials would be something less than it has 
been in the past when national income has been at a high level 
temporarily.® 

The inferences for the postwar period that can be drawn from 
the prewar relation between American national income at a high 
level and the volume of imports needs to be further qualified in 
view of certain changes in the international economic position of 
the United States as a consequence of the war. Not a few products 
that were formerly imported are now domestically produced in 
large volume. Rubber is of course the outstanding example. But 
there are other products as well. Moreover, the United States will 
end the war with a large merchant marine. It will be less dependent 
upon foreign-owned tonnage and ‘will therefore make smaller re- 
mittances on this account to other countries. What policy will 
be adopted for the maintenance of these industries on grounds 
of national security is not now clear. It is at least conceivable, 
however, that they will be maintained in operation and so offset 
the need for payments to other countries. The information is not 
available for estimating quantitatively how important such residues 
of wartime developments may be in relation to the total American 
balance of payments. But the direction of their effect upon the 
American balance of payments is perfectly clear. 

8 It should be noted, however, that this conclusion implies that in the past 
inventory accumulation in imported raw materials has been almost wholly 
“speculative’" in character. If, on the contrary, it was accumulation to support 
a level of production that was anticipated but was never attained or, at any 
rate, not for long, then the historically recorded relation between (certain) 
raw material imports and a high national income would be nearly correct for 
a stable national income at a high level. Certainly a higher level of sustained 
production requires a greater consumption of raw materials and, usually, a 
proportionate increase in the size of the inventory required as a permanent 
investment. 
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j. Factors Tending to Increase Imports when National Income Is Stable 

There ai'e of course favorable factors that will work in the di- 
rection of increasing imports at high and stable levels of national 
income in the United States. 

It seems probable that a plateau of high national income, vir- 
tually free from depressions and peaks, would allow time for some 
important changes in taste and consuming habits to develop, and 
that some of these would react favorably upon imports. Just as it 
usually takes an individual some little time to adjust his consump- 
tion habits to a higher plane of income so also it probably requires 
some time for individuals and business firms collectively to adapt 
their spending habits to a high national income. To pass for a 
moment to a non-commodity import: foreign travel doubtless has 
an extremely high elasticity of demand in terms of income and, 
what is more pertinent in the immediate context, the desire to 
pursue it is greatly strengthened by having once experienced it. 
The man who has once traveled abroad is a more likely prospect 
for a travel agent than one who has never been. So also it may 
be with the purchase of quality woolens, fine china, handsome 
glassware, and Scotch whiskey. If national income is sustained at 
a high level it seems reasonable to suppose that the demand for 
imports of this k*nd would display a rr.arked secular growth. In 
the past these ha^/e been luxury products which only high income 
groups consumed regularly and as a matter of custom and habit. 
But just as the war with its high average incomes has witnessed a 
relatively greater increase in the average buyer's demand for “qual- 
ity merchandise" from the “better shops” so a persistence of a high 
national income might well mean a substantial upsurge in the 
demand for imported manufactured goods that in the past have 
only trickled in over the high tarifiE wall. Whether such goods are 
cheap or dear to the average buyer obviously depends upon his in- 
come. With a high average income that is expected to be main- 
tained, quality goods might be imported in large volume. 

It is usually argued in discussing these matters that travel ex- 
penditures by Americans are the most important single “import” 
having a high income elasticity of demand. Travel expenditures 
were a debit item in the American balance of payments in 1929 
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in the amount of I483 million gross (net I544 million). At the 
higher income levels that are often postulated for the postwar 
period they might well be two to three times this figure. But it is 
difficult to hold any firm conviction about such estimates because 
obviously so many uncertainties cloud the picture, at least for the 
early postwar years. With fairly stable conditions at home and 
abroad, however, it seems reasonable to suppose that travel ex- 
penditures would constitute a large debit item in the American 
postwar balance of payments.® 

How all these factors would affect aggregate imports of goods 
and services at a sustained high national income one cannot fore- 
see with any precision. It seems clear, however, that in several re- 
spects the problem is something more than projecting prewar rela- 
tionships between (temporary) high levels of national income and 
the then volume of imports. 

Whether as a people we have enough ingenuity and courage to 
provide ourselves with a stable, high national income is another 
question. But it is becoming increasingly obvious that a lot of 
striving towards that objective is to be expected after the war. 

III. TARIFF REDUCTION, IMPORTS, AND 
EMPLOYMENT 

There are few more speculative topics than trying to guess the 
probable modifications in the American tariff in the postwar period. 
The tariff has so long been a political question in the United States, 
with only the scantiest serious attention to its economic implica- 
tions by Congress and the people at large, that one scarcely dares to 
hope that after the present war the question will be given the 
thoughtful consideration it deserves. Yet signs are in evidence that 
possibly a better day is coming. Perhaps it behooves us to examine 
the probable consequences of tariff reductions upon imports and 
domestic employment in at least general terms. Certainly present 
discussion cannot go beyond broad generalities since there is no way 

9 With a larger American merchant marine and increased air travel abroad 
in American planes operated by American companies the debit item on foreign 
travel might be noticeably less than some of the more optimistic estimates that 
the writer has heard voiced. 
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of divining how effectively the various pressure groups and sec- 
tional interests that dictate tariff schedules will marshal their poten- 
tial strength. Yet because the topic is so important there is a temp- 
tation at least briefly to explore the matter. 

The essential economic problem raised by American tariff reduc- 
tion after the war is how to give the rest of the world an access to 
the American market sufficiently large to make some appreciable 
difference in the world supply of dollar exchange without at the 
same time creating such internal maladjustments as to threaten the 
maintenance of high level of domestic employment. At least this 
is the problem as the writer views it. It goes without saying that 
for the United States to absorb more imports is to increase the 
supply of dollars available to the rest of the world: and to that 
extent the world abroad is benefited. But it is equally clear that 
in absorbing imports the internal adjustments imposed upon the 
American economy must not be so drastic or so sudden as to pro- 
duce a slump in the United States. Hence while seeking to open 
the American market to foreign wares it is necessary to avoid 
inducing a depression within the United States. 

With respect to the internal effects of scaling down the American 
tariff, two extreme situations are distinguishable. On the one hand 
we have the case where the imported goods would be largely in 
substitution for domestic products and the displacement in employ- 
ment would be large and concentrated. On the other hand there 
would appear to be cases where at a high and stable national in- 
come the imported goods would mainly supplement current Amer- 
ican production and consumption without displacing much do- 
mestic employment in the aggregate and perhaps very little in any 
one area. Let us consider these in turn. 

I. Substitution of Imports for Domestic Production where Cost Differentials 

Are Large and Price Elasticities Small 

The American producer of most agricultural commodities has 
had the domestic market reserved to him by tariffs and related 

10 It does not matter now that the world as a whole probably would have 
been better off had the American tariff not been raised to such a high level. 
That is water over the dam from the point of view of future policy. The task 
ahead is to find the best solution in view of the present facts. 
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measures. Only in a drought or other instance of short supply do 
most agricultural crops flow in over the tariff. In general, the quan- 
tities imported are negligible in relation to the volume of domestic 
production as the following table for 1937 indicates.^^ In inter- 

Table XVII 

IMPORTS OF CERTAIN AGRICULTURAL CROPS IN RELATION 


TO DOMESTIC PRODUCTION, 1937 



Bushels 

Value 

Bushels 

Value at 

Value oj 
Imports to 


in 

in 

in 

Farm in 

Domestic 


Thou-- 

Sooo's 

Thou- 

$oods 

Production 


sands 

Omitted 

sands 

Omitted 

Per Cent 

Corn 

86,337 

56,184 

2,644,995 

1,456,907 

3-9 

Oats 


35 

1,146,258 

873,993 

359,013 

0.001 

Wheat .... 

17,716 

19,783 

869,140 

2.3 

Barley. . . . 

10,384 

9,564 

219,635 

122,090 

7.8 

Rye 

207 

181 

49,449 

83,087* 

34,030 

0.5 

Hay (Tons) 

146,149 

1,099 

726,262 * 

0.015 

* Tame and wild hay combined. 





preting the table, moreover, one must recall that in 1937 grain and 
other agricultural imports into the United States were much larger 
than they had been in previous years because of the drought in 
1936. Indeed, imports of the more important agricultural products 
in 1937 were larger (9.5 per cent) as a percentage of total imports 
than in any year except 1935 (9.7 per cent), between 1929 and 
1938.^2 Yet notwithstanding these heavy imports in 1937 they were 
in general very small in relation to the value of the domestic pro- 
duction as our table shows. 

If the tariff on these crops were eliminated and their price were 
to fall, it is doubtful that their aggregate consumption in the 
United States would increase substantially. For the most important 

Vxom Statistical Abstract of the United States, ip^ 8 . Percentages computed 
by the writer. 

12 See U. S. Dept, of Commerce, The United States in the World Economy, 
Washington, 1943, p. 52, table 5. In describing the effect of the drought it is 
written, “Imports of corn, for example, rose from 200,000 bushels in 1934 to 
20,400,000 in 1935 to 78,000,000 [a misprint clearly, for 87,000,000] in 1937, 
and fell again to only 400,000 in 1939. Wheat imports increased fivefold from 
1933 to 1937. Imports of all grains, which in 1933 had been 0.8 per cent of 
total imports, rose to 3.1 per cent of a much larger total value of imports in 
1935 and 1936.” 


162 IMPORTS AND NATIONAL INCOME 

crops consumed more or less directly— wheat and sugar— their price 
elasticity of demand within the range likely to prevail is probably 
well below unity. Even with a high plateau of national income 
their price elasticity would probably not much increase. For corn 
and hay, whose important uses are in the production of hogs and 
dairy products respectively, a similar conclusion seems justified 
even though the price elasticity of demand for such products is 
reasonably high. Corn and hay as opposed to labor and other costs 
are not the dominant elements in the total cost of the final product 
in producing areas in the United States. In the main, the likelihood 
is that a reduction in the tariff on the most important farm crops 
mentioned in Table XVII would lead to a substitution of foreign 
for domestic producers as a source of supply rather than much 
expansion in total consumption.^^ wheat farmers, corn farmers, 
and raisers of sugar beets would have to curtail their output of 
these crops and turn to others, and perhaps a considerable number 
of them might have to abandon farming altogether. This is not to 
say that we would have to abandon the production of these crops 
entirely were the tariff on them removed. Rather their production 
with the United States would have to contract and perhaps some 
migration out of farming might be unavoidable. 

The displacement of workers through the fall in price, the de- 
cline in the value of farm lands, the reduced farm purchasing 
power, etc., might raise serious problems as to their absorption 
in employment elsewhere. But until they were absorbed they would 
constitute a drag on the national income. Full employment would 
be harder to achieve and to maintain. Here we have a case where 
the fall in price consequent upon removing the tariff is not likely 
much to increase domestic consumption but which, at the same 
time, would create a grave adjustment problem. The depressed 
incomes would tend to be geographically concentrated and until 
the adjustment were completed these areas would be a depressant 
upon total employment and national income. No one can foretell 
how serious the displacement in employment would be because 

IS The tariff rates on the products in the table are as follows: Corn, 20 cents 
a bushel, except from Cuba 10 cents; oats, 8 cents a bushel; wheat is subject to 
a quota arrangement; barley, 15 cents a bushel; rye, 12 cents a bushel; hay, 
I2.50 per ton, but under certain conditions free. See U. S. Tariff Commission, 
Changes in Import Duties since ip^o, Washington, 1943. 
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there is no way of knowing precisely either the price elasticity of 
demand for these products or the margin of the differences in cost 
between foreign and domestic sources of supply. If the price elas- 
ticity of demand were large and the cost differentials small, then 
the adjustments might not be serious. But a priori reasoning from 
familiar facts seems to suggest just the reverse.^^ 

I 2. Tariffs on Commodities Having High Income and Price Elasticities 

Consider now the alternative case of a product enjoying tariff 
protection but having a highly elastic demand in terms of price. 
Here the fall in its price from lowering the tariff leads to a sub- 
stantial increase in its consumption. Some domestic producers are 
likely to be injured and perhaps some will have to retire from 
the market altogether. But because the fall in price substantially 
increases consumption and production there need not necessarily 
be any wholesale withdrawal from the domestic industry. There is 
here no wholesale substitution of foreign for home production be- 
cause total consumption expands appreciably. While some firms 
' show losses and some unemployment appears, neither need be 

large in relation to the industry as a whole. If the losses and un- 
employment are geographically dispersed the adjustment may not 
be difficult to achieve. For, in general, the same aggregate unem- 
ployment spread over a wide area so that not much appears in 
any one center is less serious than where the unemployment is 
geographically concentrated. Tariff reductions where these condi- 
tions are met— highly elastic demand in terms of price, a small con- 
traction of total domestic production, geographical dispersion of 

At a high national income level wheat products might indeed prove to 
; have a negative income elasticity of demand, i.e., to be “inferior” goods in the 

technical economic sense. 

There are of course some agricultural products which are not now imported 
into the United States at all but for which the price and income elasticity of 

I demand is undoubtedly extremely high. Butter, meat, citrus fruits, nuts and 

fresh milk come to mind at once as falling within this category. But some of 
these are products where imports would react unfavorably upon prices and 
earnings in the home industry. At least this is generally alleged by those in 
the industries. In the writer’s judgment the adverse effects would be much 
less than is usually argued. But he is pessimistic of the political possibility of 
getting tariff reductions on these products. Even during the war it has been 
politically impossible to remove the shackles from margarine, 




164 IMPORTS AND NATIONAL INCOME 

the industry— may not occasion serious domestic deflationary 
tendencies. 

What commodities would be likely to fit the foregoing condi- 
tions cannot be determined without analysis far beyond anything 
that can be attempted here. But the presumption would be that 
quasi-luxury goods in which the foreign product is similar to, but 
not identical with, the domestic product catering to the same need 
would afford numerous examples. Certain woolen goods, glass- 
ware, leather products, optical goods, etc., seem to fit the require- 
ments reasonably well. Perhaps in many cases the specific products 
are not now being produced at all. They would have to be espe- 
cially designed and styled for the American market by American 
experts working in conjunction with foreign manufacturers and 
producers. The potential imports which the United States could 
absorb without seriously depressing its own national income 
through displacements in employment may be more numerous than 
one might suppose, even though it is impossible to specify quan- 
tity, size and color from general information. 

5 . Tariff Reduction and Internal Adjustments 

The foregoing remarks do little more than emphasize the general 
point that in the removal of tariffs in an effort to increase the world 
supply of dollars one cannot neglect domestic employment effects. 
Products which the United States would absorb in large volume 
if the tariff were lower and national income at a satisfactory em- 
ployment level may be just those products which cannot be ab- 
sorbed without necessitating drastic shifts in the distribution of 
domestic employment. These shifts may not be easily achieved 
under present conditions; “depressed areas" may act as a drag on 
the whole economy. A redistribution of domestic employment in 
the degree and of the sort required may not be effected easily. Yet 
possibly there are other products where the reduction of duties is 
less serious from the point of view of home employment. Insofar 
as possible these are the most promising imports to encourage 
both from the point of view of the United States and the world 
as a whole. 

It goes without saying, of course, that whatever shifts of employ- 
ment are a necessary consequence of greater imports can be the 
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more easily taken in stride if the United States can hold its na- 
tional income at high levels by the successful application of ex- 
pansionist policies. For on the one hand new jobs are more plenti- 
ful while on the other the affected industries may not have to 
decline absolutely but only cease to expand with the rising national 
income. 

These prescriptions are easier to formulate in general terms than 
they are to administer as concrete policy. It is quite impossible to 
lower tariffs without injuring someone. And those injured can 
always point the finger at the cause of their injury. The bene- 
ficiaries of cheaper imports, on the other hand, are likely to be 
both less vocal and less aware of their new blessings. The result is 
that even in the postwar world at high levels of national income, 
tariff reductions will not be swallowed easily by those adversely 
affected, however few their numbers. And in American tariff his- 
tory minuteness of size has rarely been a handicap in securing or 
maintaining “adequate protection.’' 

Nevertheless from the general economic point of view and with 
respect to the welfare of the world outside of the United States a 
reduction in the American tariff is highly to be desired. Apart from 
agricultural products the necessary adjustments within the Ameri- 
can economy are probably not serious enough to warrant retaining 
the American tariff at its present levels. And for reasons set forth 
in Chapter XIII below, the present offers unusual advantages with 
respect to timing. Certainly the writer would strongly support a 
program of American tariff reduction even though some adjust- 
ments in the American domestic economy were unavoidable. The 
gains would certainly exceed the costs even from the American 
point of view. And from the point of view of the rest of the world 
of which the United States is inescapably a part the benefits would 
be nearly unalloyed. Moreover, there is no other way of determin- 
ing the absorptive capacity of the American market for foreign 
wares than by allowing them to come in at rates that are substan- 
tially more reasonable than those that now prevail. A creditor 
country that would draw income on its investments abroad must 
absorb imports. 
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IV. FOREIGN LENDING, IMPORTS, AND THE 
BALANCE OF PAYMENTS 

The two previous sections of the present chapter have considered 
the absorbtive tendencies of the American economy with respect 
to imports of goods and services. In Section II we examined the 
relation between imports and high levels of national income in 
the United States on the assumption that present tariff schedules 
remained much as they are. In Section III we modified this analysis 
by assuming certain types of tariff changes and endeavored to con- 
sider the effect of these tariff changes upon home employment. 
But in Sections II and III alike we did not postulate any ante- 
cedent foreign lending. 

The earlier chapters of the present volume were concerned with 
economic reconstruction and development and the relation of these 
to foreign borrowing by the countries undertaking such projects. 
We there examined the problems posed for borrowing countries 
with respect to their balance of payments in view of the nature of 
the real capital accretions that compose reconstruction and planned 
development. Some reasons were adduced for believing that, from 
the borrower's point of view, difficulties might arise in making 
sufficient exports available to meet debt service. These were seen 
to depend, among other factors, upon the character of the invest- 
ment projects undertaken and the aggregate of total investment in 
relation to foreign borrowing. But throughout there was no con- 
sideration of the position of the lending country in relation to its 
capacity to absorb imports. If the borrower could pay, it was as- 
sumed that the acceptance of payment would raise no problems 
for the lending country. This assumption must now be examined. 
And since there is every reason to believe that the United States 
will provide the bulk of what foreign lending occurs after the war, 
the analysis is focused upon its case. 
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/. Alternative Rates of Foreign Lending and Their Relation to the 

American Balance of Payments 

Unless a country is to go on indefinitely adding to its investments 
abroad, and at an ever-increasing rate, then eventually the in-pay- 
ments for interest and return of principal will come to exceed the 
out-payments from fresh lending. How soon this stage will be 
reached depends principally upon the rate of interest and amortiza- 
tion schedule stipulated in the loan contract and the volume of 
fresh lending per time period, assuming no defaults by the bor- 
rowers. The lower the rate of interest and the longer the amortiza- 
tion period the greater the time interval necessary to reverse the 
flow of payments on capital account with any given rate of fresh 
lending. With a given interest and amortization schedule, the flow 
will be the sooner reversed the smaller the volume of fresh com- 
mitments. The net possibilities are numerous because the variables 
are capable of so many combinations. 

The probable postwar position of the United States with respect 
to the outflow of fresh lending and the consequent inflow of 
service charges from these loans is obviously quite unpredictable. 
The rates of interest and other terms can be expected to vary 
widely from country to country, according to the projects or “de- 
velopments” and whether they are financed on private or public 
account. The total volume of lending on any terms is indeed 
indeterminable until the political outlines of the postwar world 
are somewhat clearer than they are at present. These uncertainties 
are so grave that it may seem fruitless to analyze the problem at all. 

Notwithstanding these difficulties one might argue that if any 
considerable volume of American foreign lending does occur it is 
likely to be large for a few years immediately after the war and 
then taper off to a much smaller level which can perhaps be as- 
sumed to remain steady for a somewhat indefinite future. It is 
worth examining the American balance of payments under these 
assumptions if only to provide some makeshift handles for a prob- 
lem which is exceedingly difficult to grasp. 

Let us assume that, apart from any commitments in times past, 
new loans are made at an (average) annual service charge for in- 
terest and amortization of lo per cent, of which one-half is interest 
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and one-half is amortization.^^ Let us assume further that lending 
starts one year after the war ends. In most instances we assume 
that the rate of lending does not reach its peak in the first year. 
The total sum lent over ten years in all six hypothetical cases is 
the same, 2^500. Let us now examine the implications of different 
time shapes of the stream of gross lending for the creditor country, 
here assumed to be the United States. 

The following table and chart show six different rates of lending 
and how the balance of payments is affected positively or nega- 
tively.^® In each instance where the curve crosses the zero line we 
have the point in time at which service charges exceed the rate 
of new lending. 

The chart indicates some of the direct consequences of different 
rates of lending. It should be repeated that the same aggregate 
sum, 2,500, is assumed to be lent abroad over the ten-year interval. 
Yet, the balance of payments development shows, notwithstanding, 
a number of variations. As one would expect, the less steady the 
rate of new lending the more violent the fluctuations in the balance 
of payments over time. If we take the extreme case of V, where the 
rate of lending rises from 100 in the first year to 600 in the third 
year and falls to 100 again in the seventh year, we see that the 
balance of payments changes from a positive of 550 in the third 
year to a negative 120 in the seventh year~a change of 770 in four 
years. By contrast we have Case VI where a constant amount of 
250 is lent each year. Here the balance of payments (after the first 
year) declines steadily from positive to negative at a constant rate 
of 25 per year. Case III, which starts with a high rate of 600 which 

15 This average rate may be thought to be too high and for some projects 
it may well be excessive. On the other hand, a 20-year amortization period is 
undoubtedly too long for many types of industrial capital equipment where 
technical developments are frequent and significant. An average of 5 per cent 
for amortization does not appear altogether unreasonable. The 5 per cent rate 
for interest is not much different from the rate at which the Bdtish Dominions 
were able to borrow abroad a quarter of a century ago and for that reason does 
not appear too high. One could the better assume an appropriate rate if there 
were some means of knowing where and for what purposes the investments were 
to be committed. 

16 We are now concerned only with the effect upon the balance of payments 
stemming directly from the new lending. The net balance of payments will of 
course be determined by a variety of other factors. We also neglect here the 
induced demand for imports in the borrowing countries that may spring from 
increased activity therein occasioned by capital imports. 
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Table XVIII 

SIX RATES OF FOREIGN LENDING AND EFFECTS ON 
BALANCE OF PAYMENTS 


123 

Case No. I 

Gross New Lending 200 250 300 

Yearly Service Charge 20 45 

Net Balance of Pasmients 200 230 255 

Case No. 11 

Gross New Lending. 100 200 300 

Yearly Service Charge 10 30 

Net Balance of Payments 100 190 270 

Case No. Ill 

Gross New Lending 600 500 400 

Y early Service Charge 60 no 

Net Balance of Payments 600 440 290 

Case No. IV 

Gross New Lending. .... 200 350 400 

Yearly Service Charge 20 55 

Net Balance of Payments 200 330 345 

Case No. V 

Gross New Lending 100 400 600 

Yearly Service Charge 10 50 

Net Balance of Payments 100 390 550 

Case No. VI 

Gross New Lending 250 250 250 

. Yearly Service Charge. .. ... 25 so 

Net Balance of Payments 250 225 200 
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150 
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235 
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is maintained for three years but drops off to one-sixth of this 
amount in the sixth year, also requires a drastic shift in the balance 
of payments in a short time: from positive 600 to minus 100 in 
six years. Case II from plus 400 to minus in three years is also 
suggestive. 

Although the foregoing cases are all hypothetical and only a few 
of many such that might be postulated, they do nevertheless indi- 
cate the marked shifts in the balance of payments that can be 
imposed by different rates of foreign lending. In the first place 
there is the actual dollar amounts that are lent, that is, what is the 
“unit of .lending’' which amounts to 2,500 over the ten-year period. 
In the second place there is the relation between the balance of 
payments disturbance on account of capital movements and the 
other items in the balance of payments, i.e., commodity exports 
and imports, travel expenditures, etc. Even a violent oscillation 
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in the balance on capital account, e.g., Case II, or Case V, need not 
occasion serious difficulty if it is small in relation to the total 
balance of payments. Thirdly, it goes almost without saying that 
any given required change in the balance of payments on capital 
account is the more serious the shorter the time period in which 
it must be effected. 

The U. S. Department of Commerce has made some interesting 
projections of exports and imports in relation to our national 
gross product. These projections indicate that if we assume a gross 
national product of I175 billions in 1948 then ‘'based solely on the 
average distribution over the interwar period as a whole, United 
States exports [in 1942 prices] might be expected to total around 
7 billion dollars in 1948 out of a total supply of dollars amounting 
to 10.3 billion.” Commodity imports are reckoned at 6.3 billion.^^ 
Although these figures may be too large, as the writers of the study 
emphasize, the calculations do give some indication of the volume 
of exports and imports to be expected under not altogether un- 
reasonable assumptions. Let us therefore compare these estimates 
with our hypothetical tables. 

Let us assume that over the ten-year period beginning one year 
after the war ends new American investments abroad amount to 
$25 billions in 1942 prices. In that instance the items injected into 
the balance of payments because of foreign investment are signifi- 
cantly large during the period of capital outflow. If we take Case 
III, exports in the first year instead of being $7 billion would 
have to be $7 plus I4 or |ii billion.^® In Case V the distortion in 
the third year would be even greater. The steady rate assumed in 
Case VI is of course the least disturbing because the increment in 
no year exceeds I2.5 billions. Yet even here the increase in exports 
required would be 35.7 per cent in the first year. 

The adjustments required in imports as the flow of payments 
on capital account changes from active to passive is of course 
less disturbing because the service charges at the rate assumed 

IT “Foreign Trade After the War,” Washington, 1943, pp. 10, 15. The year 
1948 is a hypothetical postwar year not necessarily the calendar year 1948. 

18 We here assume that what is borrowed leads to an increase in American 
exports of the same amount to the rest of the world in the year in which it is 
borrowed.' This may well not be the case. But the lag or lead cannot he esti- 
- mated and the assumption simplifies the calculations. It should be emphasized 
that the rise in exports might precede the long-term borrowing. Cf. Appendix. 
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(lo per cent) are small relatively to total imports. If we neglect 
the possibility of an upward trend in imports and national income 
and assume that the $6.3 billion import figure remains over the 
ten-year period, then the largest passive balance on capital account 
is 1 1.4 billions (Case V in the ninth year), which is a 22.2 per cent 
increase. In the other cases, unless one assumes that gross new 
lending drops to zero, the passive balance on capital account is not 
significantly large in relation to the assumed $6.3 billions of im- 
ports. 

These calculations, it should be emphasized, are on the assump- 
tion that aggregate foreign investment after the war amounts to 
$25 billions over a period of ten years. If the total should be 
larger, then of course the effects upon the balance of payments 
would be correspondingly greater. And, conversely, if the total 
lendings abroad are smaller. 

2 . The Inversion of the American Balance of Payments, The Bretton Woods 

Scheme 

These hypothetical examples emphasize that the real problem 
from the point of view of the United States is the domestic ad- 
justment required in shifting from an active to a passive status on 
capital. account in a short interval. If we should invest abroad at 
an average rate of 2.5 to 3 billions of dollars a year over the dec- 
ade following the end of the war the stimulus to our exports would 
be large indeed. In 1929 American exports were $5.24 billions but 
by 1937 had fallen to I3.349 billions. Let it be recalled that the 
Department of Commerce projects exports of $7 billions for a gross 
national product of I175 billions. Capital exports of $2-$3 billions 
annually would mean an increase in any of these export figures— 
I3.349 billion or I5.247 billion— by a significant percentage. 'But 
if after a few years of high rates of lending gross foreign investment 
falls off to a much lower level, then the marked expansion of ex- 
ports would be short-lived. A sharp upturn for a few years would 
be followed by a sudden drop to lower levels. And eventually the 
capital account would turn passive. 

From the point of view of the domestic economy such rapid 
shifts raise serious problems of adjustment. A brief rise of 40-60 
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per cent in total exports above their long-term level is not easy to 
retreat from without creating serious disequilibria. The agents of 
production are not so mobile that shifts of this magnitude are 
easily accommodated. Some of the upward adjustment would doubt- 
less be effected by rising prices. But to this degree the benefit to 
foreign countries is correspondingly diminished. However, the de- 
cline in exports would impose the really painful internal shifts of 
economic resources. Subsidies in various forms would be politically, 
if not economically, unavoidable. Finally, the stage of passive bal- 
ance on capital account would require the American market to 
absorb ever larger quantities of imports relative to exports. This 
would not necessarily imply an absolute decline in American ex- 
ports; but it would involve a decline in exports relative to imports 
and national income. 

The figures used in the foregoing calculations— gross new in- 
vestment abroad by the United States of |2.5-f3 billions a year for 
a decade— are considerably larger than the United States’ commit- 
ment under the proposed International Bank for Reconstruction 
and Development.^® The authorized capital of the Bank was set at 
$10 billion at Bretton Woods. Of this amount the United States 
would subscribe $3,175 billion of which only 20 per cent ($635 
million) would be for the Bank’s own loan fund; the remainder 
of the subscription is for the guarantee fund. Under the proposed 
arrangements, the total loans and guarantees for which the Bank 
may be committed are limited to $10 billion. Hence the sums di- 
rectly involved are substantially below those we have employed in 
our hypothetical schedules. Our schedules are not necessarily alto- 
gether absurd on this account however. For one of the avowed 
purposes of the Bank is to promote loans on private account with- 
out bank participation in any direct fashion.^o And apart from 
such portfolio loans independently negotiated there may well be a 
considerable volume of direct investment abroad by American en- 
terprise and corporations. It should also be mentioned that the 
United States’ contribution of $2,750 million to the International 

19 Cf. Goldenweiser, E. A., and Bourneuf, Alice, “Bretton Woods Agreements,” 
Federal Reserve Bulletin, September, 1944, pp. 850-870. 

20 Indeed it would appear that the Bank is considered by many as a means of 
providing only those loans which could not be ai'ranged under any other 
auspices. 
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Monetary Fund is, from some points of view, a means of establish- 
ing a claim in American dollars in favor of the rest of the world 
not unlike a long-term investment. Consequently in a broad over-all 
view our schedules may not be far wide of the mark. 

The foregoing remarks are disappointingly general. But until 
both the volume of American postwar foreign investment and the 
level of national income become somewhat less open to speculation 
than they are at present few precise estimates can be made. One 
point, however, does seem clear: A steady stream of gross foreign 
investment is much to be preferred to one with a pronounced peak. 
The drastic shifts that the latter imposes would not be easy for 
either lender or borrower. The large adjustment from an active 
to a passive balance on capital account in a few years seems too 
great a change to be accommodated without hardship and con- 
fusion. 

V. THE UNITED STATES AS A CREDITOR 
NATION 

The contention is commonly voiced nowadays that after the war 
the United States must be prepared to accept the role of a creditor 
nation in a complete sense. It must lend abroad on a large scale. 
It must be willing to accept imports and to abandon its traditional 
protectionist policy. And the argument is usually reinforced by 
reference to Great Britain and its commercial policy in the nine- 
teenth and early twentieth centuries. Yet the United States occupies 
a position in the world economy in the fifth decade of the twentieth 
century that differs in important respects from that of Great Britain 
in the nineteenth century. Since these differences are pertinent to 
the problem of the United States as the world's creditor, let us 
examine them briefly. 

The point of prime importance is that, measured by almost any 
economic criterion that one cares to employ, the United States is 
large and economically diversified relative to other countries. It 
is a large agricultural nation, the largest industrial nation, the 
largest exporter, and the second largest importer of the world's 
goods and services. For the nine major commodities—cotton, wheat, 
sugar, rubber, silk, copper, tin, tea, and coffee— the United States' 
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share in total consumption (for 1927 and 1928) was “39 per cent of 
the total for the 15 most important commercial nations/' It is also 
the world's most important exporter accounting for 15.6 per cent 
of world exports in 1929 and 13.2 per cent in 1937 as against 11.7 
per cent for the United Kingdom and 9.4 per cent for Germany 
in 1937. In the same year the United States was the second largest 
importer at 11.3 per cent of the world total, being exceeded only 
by the United Kingdom at 18.6 per cent.22 As a Department of 
Commerce study has said: 

As a rough measure, however, these figures indicate that national income 
in the United States in 1929 was as high, in terms of dollars, as in 23 
foreign countries combined, including the United Kingdom, Germany, 
and France. . . . In terms of “real income,"' the relative share of the 
United States was, of course, far less because of the generally higher prices 
of goods and services in this country; nevertheless, the comparison serves 
to illustrate the importance of American purchasing power in the func- 
tioning of the world economy. 

The bulk of the United States in the world economic structure, 
however, is not confined to national income and industrial pro- 
duction indices. As an agricultural and raw material producer it 
also ranks high. The following table shows the percentage share 
of the United States in total world production of a number of 
important raw materials and agricultural crops.^^ 

The fact that the United States is both the dominant industrial 
nation and an important primary goods producer places it in a 
peculiar garb for the role of chief creditor nation in the traditional 
sense. Its capacity to lend large sums abroad without sacrifice to 
its domestic welfare is abundantly clear. Its capacity to absorb im- 
ports in sufficient volume to permit its debtors to service their loans 
is not so obvious. As a large raw material producer it is capable 
of supplying much of its own needs without resort to foreign sup- 
pliers. As the dominant industrial nation it not only can care for 
its large domestic market but, on an efficiency basis, it can also 
sell abroad many of its industrial products at prices as low or lower 
than similar products from other nations. The amazing insistence 

21 The United States in the World Economy, p. 29. 

^^ Ibid. and U. S. Dept, of Commerce, Foreign Commerce Yearbook, 1938, 

23 The United States in the World Economy, pp. 29-30. 

24 From Foreign Commerce Yearbook, 1938. 
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Table XIX 

PERCENTAGE SHARE OF THE UNITED STATES IN TOTAL 
WORLD PRODUCTION OF CERTAIN RAW MATERIALS 
AND AGRICULTURAL CROPS 

mi-35 

Average J937 

Agricultural Product 

Wheat ••i6.o 22.8 

Rye 1-8 5-4 

Barley.... 9*3 

Oats 22.4 25.8 

Corn 51*4 53*5 ^ 

Potatoes 4-9 3 *^(i 93 o) 

Sugar Beets 9-7 

Tobacco 26.0 ^5*4(1935) 

Cotton 49.0 49.1 

Wool II . 9 11.6(1936) 

Non- Agricultural Product 

Crude Petroleum : ..60.9 62.6 

Pig-Iron ..28.1 36.7 

Copper 23.3 32.4(1936) 

Lead 22.3 24.9 

Zinc 27.4 31.2 

of the rest of the world for American manufactured goods when- 
ever dollar exchange could be obtained during the troubled Thirties 
emphasizes the technical efl&ciency of the American industrial pro- 
duction.2^ And the record during the present war only serves to 
emphasize the same point 

The traditional answer to this problem is that the United States 
must abolish its tarijffs to absorb enough imports from abroad to 
allow the service and possible repayment of foreign lendings. This 
answer is not altogether satisfactory. In the first place the shift in 
resources forced upon the domestic economy would be drastic and 

25 Cf. '“The technical superiority which marks many American manufactures 
will continue to enhance post-war possibilities for American, exports. A number 
of these products have achieved standards of performance and relative cheap- 
ness in cost which can scarcely be matched abroad. Largely because of the 
huge internal market in this country, American industry excels in the produc- 
tion of many types of producers’ and consumers’ goods most actively demanded 
by expanding economies. Much the same goods are also required for maintain- 
ing the economic structure of more mature and less rapidly growing countries.” 
U. S. Dept, of Commerce, /‘Foreign Trade After the War,” Washington, 1943, 
p. 16. 
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severe in some sectors, e.g., textiles- The greatest care would have to 
be used to prevent a serious downturn in income and employment 
from developing out of these shifts imposed by the need to absorb 
imports on a large scale. We have touched on the tariff question in 
Section III of the present chapter and need not repeat here the 
considerations that were there advanced. It is clear of course that 
without tariff changes fewer shifts would be necessary. But by the 
same token fewer imports would be absorbed and hence a smaller 
volume of loans could be negotiated with a reasonable expectation 
of not being defaulted. 

In the second place it is far from clear that the removal of tariffs 
would achieve such a readjustment of specialization and produc- 
tion at home and abroad as to eliminate the strong preference of 
Americans and foreigners for American made goods, especially 
those goods which take their attraction from technical or style 
factors which are not easily duplicated and which have bulked 
large in American exports in the past. The writer would concede 
that for identical goods that can be produced at home and abroad 
—the wine and cloth illustrations of classical theory—the law of 
comparative advantage demonstrates that trade will cause inter- 
national specialization to the benefit of all. But the classical law 
assumes that identical goods are bought from one supplier or an- 
other; and that, therefore, the lowest price is what counts. Ma- 
chinery, clothing, transportation equipment, scientific apparatus, 
and a host of other goods are not bought from one source rather 
than another altogether because of their price. In fact the money 
price may be one of the minor considerations. In cases of this kind 
a reafl&rmation of the law of comparative advantage is beside the 
point.26 American buyers might still prefer American products to 
foreign products even though the foreign products were demon- 
strably cheaper in price and, accordingly, should be an object of 
specialization abroad and imported into the United States. And 
there may still be a strong demand for American automobiles, farm 
machinery, or machine tools abroad long after their export should 

26 The relevance of this qualification to the law of comparative advantage to 
the traditional theory of international trade deserves more space than can be 
accorded to it in the present context. It seems to the writer that it qualifies 
the applicability of the law of comparative advantage to many products in 
present-day international trade. 


178 IMPORTS AND NATIONAL INCOME 

have ceased. In other words, it is not inevitable that even abolish- 
ing American tariffs will assure that the American balance of trade 
will turn passive in accordance with the needs of a creditor nation 
that is collecting income on its foreign investments.^^ 

Of course no one can know the answer to a question of this 
kind. But in the writer’s judgment it is not axiomatic that a sud- 
den or gradual removal of many American tariff duties on imports 
would supply enough dollar exchange to allow the United States 
to assume the position of a large creditor nation. 

The United States is a territory which is not dependent upon 
the rest of the world for its food and raw materials. It is a territory 
with large natural resources, highly developed primary production, 
and an industrial plant whose efficiency is second to none. Hence 
its capacity to absorb imports even in the absence of tariff protec- 
tion is perhaps limited and selective. Parallels drawn from the 
history of Great Britain and other European nations as large 
creditors are not always relevant. As Joan Robinson, the eminent 
British economist, recently put it in discussing the international 
currency proposals: 

Each, of course, is merely a scheme to regulate the exchanges, and, in 
the nature of the case, a currency scheme cannot solve the fundamental 
problems of international dis-equilibrium. At best it can do no more than 
create a setting favourable to a solution. In particular, the problem which 
lies before the United States is what to do with her prodigious productive 
capacity— whether to use it for home consumption, to use it for the develop- 
ment of other countries or to waste it in unemployment. No amount of 
ingenuity in devising currency schemes can influence the main issue, which 

27 The same point of view has been expressed elsewhere. For example, “Dur- 
ing the twenties and thirties, this country was roundly criticized for failing to 
‘act like a creditor nation' and develop a passive balance of payments on cur- 
rent account. This point of view was wide of the mark. United States tariff 
schedules were open to attack on the ground that they kept the standard of 
living in the United States and abroad at a lower level than necessary. A lower 
schedule of import duties, however, would not have corrected the tendency for 
the balance of payments on current account to be active. Because of the high 
elasticity of demand abroad for United States industrial products, an increase 
in sales to the United States resulting from a tariff reduction would quickly 
be offset by an equal or greater increase in foreign purchases of automobiles, 
typewriters, refrigerators, machine tools, agricultural implements, etc.” Kindle- 
berger, C. P., “Planning for Foreign Investment,” American Economic Review, 
Supplement, March, i 94 B» P- 350. 

28 *‘The International Currency Proposals,” The Economic Journal, June- 
^ September, 1943, p. 169. 




U. S. AS A CREDITOR NATION 179 


cuts deeply into the internal economic position of creditor countries. Eng- 
lish economists often point somewhat smugly to the history of the nine- 
teenth century, and claim that when Great Britain was the leading surplus 
country she always played the game according to the rules and lent her 
surplus lavishly for the development of backward or unpeopled continents. 
This may well be true. But it was not superior benevolence and wisdom, 
or superior insight into economic principles which guided her policy: it 
was rather the facts of geography. With population growing and industry 
expanding in a narrow space. Great Britain needed the development of 
sources of raw materials, and, even when individual rentiers lost their 
money, her foreign investments were an excellent speculation for the 
nation as a whole. For the United States, with her wide range of primary 
production at home, there is no such unified national interest to be served, 
and no solution of her problem which will not cause internal conflicts. 
To judge by recent experience, purchasing power inside the U.S.A. cannot 
be maintained at a level commensurate with productive capacity except 
by huge Government expenditure, which raises political opposition, while 
lending abroad is objected to as mere charity. 

It appears that the problem the United States must solve, and 
which is receiving inadequate attention in current discussion, is 
how, and at what cost, can it increase its absorption of imports. 
There is no doubt of the “ability” of the United States to lend 
abroad in the sense that it can make dollar balances available to 
other countries and that it can supply the exports for which these 
dollar balances will be spent. But how and at what sacrifice the 
United States can accept payment (if it insists upon being paid) 
is a question whose answer is far from clear. It can arrange for 
foreign lending without serious difficulty. And it is conceivable 
that the difficulties considered in Part One are manageable on the 
part of borrowers. But will it be easy for the United States to ac- 
cept payment without drastically reconstituting the composition of 
its domestic industry? This is the crux of the problem. 

From the point of view of the rest of the world, dollar exchange 
with which to buy American goods is much desired. American 
products can aid reconstruction and economic development. But 
to avoid creating a “transfer problem” of major proportions, would 
it not be wise to avoid large-scale lending abroad after the war and 
instead to start at once to test the capacity of the American market 
to absorb imports by lowering the American tariff? As will be 
emphasized in Chapter XIII, circumstances are not likely soon 
again to be more favorable, from the domestic point of view, than 
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they are at present. Moreover, increased imports would be a partial 
check on the dangers of an inflationary situation in the United 
States in the latter days of the war and the early postwar period. 
If the United States can absorb substantial imports at lower tariff 
rates, then other nations will purchase American goods to aid 
reconstruction and industrialization. Well and good. But it seems 
a shortsighted policy to whoop it up for foreign lending on a huge 
scale after the war because it will increase American exports, with- 
out at the same time inquiring what imports the United States 
will absorb and in what volume as a necessary consequence of 
accepting service charges on foreign loans. From the point of view 
of the domestic economy exports are no better than pouring mer- 
chandise into the sea beyond the twelve mile limit unless imports 
are taken in exchange. Foreign investment implies a disposition 
and a capacity to absorb imports at a later date. Given its present 
industrial pattern and an economy that for political and economic 
reasons is less than highly flexible in its several parts the United 
States may not find it simple to slip into the role of a mature 
creditor nation. 


INTERNATIONAL BALANCES 
AND THE NEED FOR LOANS 
WHEN PEACE COMES 

The two previous chapters have been concerned with the effects 
of international investment after the war by the United States dur- 
ing the stage of capital export and the stage of return flow of 
capital which follows later. The endeavor was to analyze the prob- 
able consequences for the American economy in each of the two 
stages. 

When the war ends, however, the international financial position 
of the countries of the world will be markedly different from what 
their individual positions were in 1939. In some degree these 
changes measure the need for American foreign lending after the 
war has ended. Thus it is worth examining the broad character 
of these changes from this point of view even though full details 
cannot be ascertained while the war is still in progress. 

Before beginning with these problems, which are the main con- 
cern of the present chapter, we interpose a brief section on the 
American participation in international lending after World War 
I. That interval is not without relevence to the conditions likely 
to prevail at the conclusion of the present war. 

L FOREIGN LENDING AND THE AMERICAN 
BALANCE OF PAYMENTS AFTER WORLD 
WAR I 

The Armistice which concluded the first world war in 1918 found 
other countries heavily in debt to the United States. These were 
the ''war debts” which became such a bitter political issue here 
and abroad. When the Versailles Treaty with its "guilt” clause 
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was concluded, Germany had agreed to pay reparations to the 
victorious powers covering the “costs of the war.’’ ^ In terms of 
the balance of payments between Germany, the Allies, and the 
United States the result was that Germany, in effect, had to remit 
sizable sums to the United States. The amount that Germany had 
to remit as reparations was not identical with the sums the Allied 
powers had borrowed in the United States. The capital sum of 
reparations (as first determined) was about 135 billion gold marks. 
The war debts to the United States were something over |ii 
billions. But brushing aside these discrepancies in a broad view, 
the net result was that the United States was to receive, and Ger- 
many was to pay, large capital sums on account of war debts and 
reparations. 

The reparations imposed upon Germany were, in effect, a forced 
loan from Germany to the Allies and thence to the United States, 
except that the “loan"' was not to be repaid to Germany. But its 
effect upon the German balance of payments was in most respects 
the same as heavy lending abroad extending over a great many 
years. There was to be a heavy outflow of capital which, after some 
intermediate meandering was to pour into the United States. If 
we recall the discussion in Chapters VI and IX, this meant that 
the United States would normally be expected to receive payment 
of the war debts in the form of increased imports. German exports 
would rise; American imports would rise. The money transfer 
would be converted into a “real” transfer. 

The actual course of events, however, was quite different. In the 
first few years after the Armistice, European industry was crippled 
and operating at a low level of output; 2 the demand for consump- 
tion goods and production goods from abroad was brisk, particu- 
larly when credit was available. As a consequence there was a boom 
in American exports rather than a heavy flow of imports into the 
United States. As the League of Nations has written: ^ 

The import surplus of Continental Europe from the United States— 16.2 
billion or half of the total import surplus of $12.4. billion— was equal to 

1 The actual sum to be paid was not fixed in the Versailles Treaty itself but 
by the Reparations Commission in April, 1921. 

2 See Table XI, p, 54. 

^Europe's Overseas Needs, igip-1^20, and How They Were Met, pp. 23-24; 
notes omitted. 
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nearly 90% of the total recorded export surplus of the United States in 
the two years 1919 and 1920 (16,996 million). The net import surplus of 
Continental Europe from the United Kingdom of I24 billion— or, if allow- 
ance is made for commodities recorded as imported from the United King- 
dom but originating elsewhere, perhaps |i.6 billion— is remarkable since 
the United Kingdom herself had an unusually large import surplus of 
11,000 million in 1919 and 1920 combined, or roughly I4.1 billion. 

The heavy exports from the United States in 1919 and 1920, the 
first two postwar years, are perhaps not surprising in view of Eu- 
rope’s needs. Nor is one startled to read that these heavy imports 
were financed, on the whole, by loans: about $4.0 billion on long- 
term and $2.7 billion on short-term. There appears to have been 
a net outflow of short-term capital from the United States of about 
11,655 million from the end of 1918 until the middle of 1921. 
United States government loans in 1919 and 1920 to European 
countries seem to have been about $2.0 billions.^ In other words, 
in the early postwar years the United States did not increase its 
imports as the international balance of payments position required, 
given the war debt and reparations obligations; on the contrary, it 
increased its export surplus and provided dollar loans to Europe 
to finance their acquisition. 

One might have supposed that after the immediate postwar 
problems of distress and misery abroad had been cleared out of the 
way that American lending abroad would have declined and that 
the United States would have begun to absorb large imports in ac- 
cord with her creditor status. But such was not to be the case. 
American sentiment in agriculture and industry alike was for push- 
ing exports. There was no disposition to lower tariffs. The bankers 
often tumbled over one another in their eagerness to underwrite 
foreign borrowings. The result was that American exports did not 
decline relative to imports and the export of American capital 
continued. 

New issues for foreign account floated in the United States rose 
from $317 millions in 1923, to I825 in 1924 and 1925, to I921 
millions in 1926, $1,114 millions inT927, and $1,019 in 1928. In 
1929 they fell off to $415 millions. The net outflow of capital on 
long- and short-term account was less, although there appear to 


pp. 30-31. 
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be no reliable estimates for the outflow occasioned by direct in- 
vestments abroad.® And at least partly because of this lending 
abroad, exports remained in excess of imports and the balance of 
payments on current account continued positive. As for Germany, 
it is said that over two-thirds of her long-term foreign borrowings, 
amounting to 6 billion marks in the period 1925-1929, came from 
the United States. 

The transition of the United States from a heavy exporter to a 
heavy importer as befitting a creditor nation could perhaps not be 
expected to be achieved immediately nor without some painful 
adjustment.® Yet it is doubtful if, in retrospect, there was much to 
be gained from fresh lending after 1923 which piled up the creditor 
claims of the United States against the rest of the world from a 
figure which debtors were already finding it difficult to meet. A 
scaling down was probably more in order: less new lending, an 
increased absorption of imports, and a relative shrinkage of Amer- 
ican exports. 

It would be erroneous to charge the events after 1929 wholly 
to the virtual cessation of American foreign lending after 1928. 
Yet it was a contributory factor. And in the succeeding years Amer- 
ican investments abroad declined heavily in value through defaults, 
confiscations, and repudiations. Exclusive of the war debts, Amer- 
ican portfolio investments abroad declined from $7.2 billions in 

6 The capital transactions between the United States and foreigri countries 
between 1919 and 1939 are given in Appendix table III in The United States 
in the World Economy, Washington, U. S. Dept, of Commerce, 1943. The net 
outflow of capital on long- and short-term account from the United States is 
there reported for the years 1923-1929 as follows in millions of dollars: 1923—78; 
1924—581; 1925—676; 1926—307; 1927—452; 1928—1,195; 1929—282. The main 
offsetting items were acquisition of American securities by foreigners and bank- 
ing and brokerage balances. Let it be recalled that direct investments abroad 
are not included in these estimates. In ibid,, p. 214, it is stated that from 
December 31, 1918— December 31, 1929, known new direct investments abroad 
have been calculated at 11,766 millions. But this figure is undoubtedly an 
understatement of the facts. 

6 The view has been well expressed as follows, “For the longer run, however, 
the United States was confronted with a most perplexing problem of readjust- 
ment, the difiiculties of which were often not adequately grasped either by the 
authors or the critics of this country’s policies. The problem may be stated 
as follows: The very forces that had transformed the United States in a few 
war and post-war years into a great creditor nation imposed enormous difii- 
culties in the way of an early adaptation to that position through a change 
in the balance of trade.” The United States in the World Economy, p. 147. 
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1930 to I3.8 billions in 1939. Direct investments seem to have de- 
clined from about $8.0 billion to $7.0 billion in the same period. 
On both long- and short-term accounts the net creditor position 
of the United States declined from $8.8 billion to $1.8 billionJ 
The story which begins with hopeful credits and ends with whole- 
sale write-offs is not an encouraging one. It is at least questionable 
whether the loans contributed more than they took away from 
international peace, welfare, and the betterment of mankind at 
home and abroad. Certainly they left a trail of bitterness, suspicion, 
and bad-will in borrowing and lending countries alike. 


II. THE INTERNATIONAL BALANCE OF 

PAYMENTS AT THE END OF THE WAR 

The international balance of payments at the conclusion of the 
current war will present a complex picture. Old relationships will 
have been shattered. New obligations will have been incurred. 
And at this writing the relative magnitudes of the sums involved 
and the directions of the obligations are confidential and secret 
from all but high government officials. A few scraps of information 
are available, however, and these piece together into a pattern 
whose broad outlines are nearly discernible. 

j. Lend-Lease Exports 

Under the stimulus of lend-lease financing American exports 
in 1944 may reach the astounding total of $15 billion. This con- 
trasts sharply with exports of $3.3 billion in 1937 and $5.1 billion 
in 1929, the two largest years for American exports between 19^1 
and 1939. Probably some $12 billion of exports in 1944 will be 
under lend-lease arrangements. Up to the end of February, 1944, 
over 70 per cent of the lend-lease shipments, amounting to more 
than $17 billions in total, went to the United Kingdom and Russia. 

Ibid., p. 123. The foregoing is of course a highly abbreviated account of 
the international economic changes involving the United States in the period 
following 1918. It is to be hoped that its brevity has not unduly distorted the 
picture. For more comprehensive discussions of this important interval the 
reader should consult the quite extensive literature, 
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The following table shows the distribution of the shipments by 
periods and by groups of countries.® 

Table XX 

LEND-LEASE EXPORTS TO ALL COUNTRIES 
(Millions of Dollars) 

Per 



Mar. ^41 

Mar. '‘42 

Mar. '43 


Cent 


to 

to 

to 


of 


Feb, '42 

Feb. '43 

Feb. "44 

Total 

Total 

United Kingdom 

756.2 

2,221.2 

4,329.0 

7,306.4 

42.5 

U.S.S.R 

70-3 

1,634.1 

3 >035-0 

4>739-4 

27.6 

Africa, Middle East 




and Mediterranean 






Area 

146.5 

781-3 

U557-4 

2,485.2 

14.4 

China, India, Aus- 




tralia and New 






Zealand 

93-0 

724.0 

1,108.7 

1 , 925-7 

II .2 

Latin America 

• 7 

52.8 

82.4 

135-9 

0.8 

Other Countries 

43-8 

175. 1 

384.1 

603.0 

3-5 

Total 

1,110.5 

5,588.5 

10,496.6 

17,195.6 

100.0 


Some forty-five countries were listed in early 1944 as eligible for 
lend-lease assistance. And as might be expected, the kinds of com- 
modities delivered to each were not of the same relative impor- 
tance.^ The ultimate disposition of these balances, which are ex- 
pressly stated not to be loans in the customary sense, is, of course, 
a matter that is yet to be discussed and decided. All that is certain 
at the minute is that the agreements provide that the settlements 
shall be ‘‘such as not to burden commerce between the two coun- 
tries, but to promote mutually advantageous economic relations 
between them and the betterment of worldwide economic rela- 
tions.'’ But such broad language tells very little about how the 
lend-lease obligations will affect the international balance of pay- 
ments after the war. Until some decision is reached concerning 
their disposition, however, they will probably be an unsettling 
factor in postwar trade and capital transactions.^^ 

^Fifteenth Report to Congress on Lend-Lease Operations, Washington, 1944, 
p. 50. _ 

^ Ibid., pp. 49, 54-55. Not all were countries in the usual sense of sovereign 
authorities. 

10 Article VII of the Mutual Aid agreements. 

From the point of view of the United States an additional point, quite 
apart from the balance of payments problem, should be mentioned. Lend- 
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2. The Growth of Foreign-Owned Dollar Balances 

Notwithstanding the operations of lend-lease it is worth noting 
that foreign banking funds in the United States have grown sig- 
nificantly since 1939. At June 30, 1944, total foreign banking funds 
in the United States are reported at 15,508.6 millions of which 
13,299.0 millions are “official’* funds and 12,209.6 are “other” 
funds.^2 jn other words, foreign banking funds in the United States 
at June 30, 1944, were slightly more than 30 per cent of the total 
of lend-lease shipments up to February 29, 1944. But of course these 
are aggregates; there is presumably no close coincidence between 
countries receiving lend-lease assistance and having dollar balances 
available. 

There appear to be no detailed figures available to the public 
showing the distribution of these foreign-owned dollar balances be- 
tween countries, though the following has been reported on their 
growth since December, 1941.^^ 


Table XXI 

FOREIGN-OWNED DOLLAR BALANCES 
(Deposits and Earmarked Gold at Selected Dates) 


Foreign Deposits 

Dec. *41 

Dec. '42 

Dec. ’43 

Feb. '44 

In Federal Reserve Banks . . . . 

774 

806 

1,512 

U 55 I' 

In Reporting Member Banks. . 

883 

736 

824 

810 


1,657 

1,542 

2,336 

2,361 

Earmarked Gold 

, 2,215 

2,674 

3,477 

3 , 493-5 


lease has meant an enormous expansion of American exports of commodities 
other than munitions, about I4.5 billions of industrial materials and products, 
and about $3.5 billions of agricultural products. In other words, during the 
war these industries have expanded to a degree that can hardly be expected 
to persist after its end unless lend-lease operations are continued. But is this 
feasible, and if not, what steps are to be taken to contract output? 

Federal Reserve Bulletin, October, 1944, p. 1024 n. Earmarked gold held 
for foreign account at the Federal Reserve banks as of August 31, 1944, was 
13,806.2 million. Ibid., p. 980. 

13 From the National City Bank of New York, Letter, March, 1944. The figure 
for ear-marked gold for end of February, 1944, has been added from the Federal 
Reserve Bulletin, April, 1944, p. 362 n. The following table from The United 
States in the World Economy, p. 23, shows a distribution of June, 1942. 
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Table XXII 

FOREIGN-OWNED GOLD AND SHORT-TERM ASSETS IN THE 


UNITED STATES IN JUNE, 

1942 “ 



(Millions of Dollars) 

Deposits 
and Other 



Earmarked 

Banking 


Groups oj Countries 

Gold 

Assets 

Tota 

Enemy Countries 

24 

160 

184 

Enemy-Occupied Countries 

16 1,269 

1,225 

2,494 

1,823 

Other Blocked Countries 

848 

91 S 

0 .ther American Republics . 

322 

60s 

927 

All Other Countries 

4 

1,115 

1,119 

Total. 

2,467 

4,080 

6,547 


While no quotable figures showing the distribution of foreign- 
owned dollar balances country by country are available, Table 
XXIII relating to the Latin-American countries is not without 
interest.^’’ 

Table XXIII 

GOLD AND FOREIGN EXCHANGE RESERVES 
(Certain Latin-American Countries in $ Millions) 



End of 

End of 

End OJ 


1939 

1942 

ms 

Argentina 

... 592 

721 

00 

00 

0^ 

H 4 

Brazil .... 

... 67 

238 

525 

Mexico 

34 

72 

250 

Cuba 

22 

127 

226 

Uruguay 

75 

95 

146 

Colombia 

... 26 

62 

II4 

Venezuela 

52 

76 

lOI 

Chile.... 

36 

56 

85 

Peru 

19 

31 

■ 35 

Bolivia 

5 

21 

22 


Deposits and other banking assets are preliminary totals computed from 
the Treasury census of foreign property in the United States as of June 14, 1941. 

15 Plus Finland. 

16 Including China. 

17 From the National City Bank of New York, Letter, April, 1944. 
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j. The Growth of Sterling Balances 

The conduct of the war and the sources from which supplies 
have been drawn have led to an accumulation of foreign-owned 
sterling balances in London which will further complicate the 
international balance of payments problem. The following table 
shows the heaviest accumulation has been in favor of India but 
Egyptian balances also show a substantial growth—nearly five-fold.^® 

Table XXIV 

LONDON BALANCES OF STERLING AREA 


(In Millions of Pounds Sterling) 

JDec. '30 Bee. '42 

'Dec. ’43 

Sterling Area 

India: Reserve Bank 

86 

358 

644 

Canada: Interest Free Loan 

(N.A.) * 

159 

159 

Eire 

75 

125 

147 

Egypt: National Bank. . . . 

22 

83 

106 

Others 

82 

228 

328 

Total 

265 

953 

1,384 

Other Countries 

Argentina: Central Bank. . 

(N.A.) 

19 

54 

Brazil: Banco do Brasil 

(N.A.) 

(N.A.) 

30 (est.) 

Uruguay 

(N.A.) 

(N.A.) 

4 

GrandTotal. ........ 

265 

972 

1,472 

Dollar Equivalent 

I ,000 

3,888 

5,888 

* N.A.— Not Available. 


This huge total of sterling balances~say, roughly £1.5 billions— is, 
however, unquestionably an under- rather than an overestimate.^® 
At Bretton Woods Lord Keynes is reputed to have quoted £3 

18 From the National City Bank of New York, Letter ^ June, 1944. 

19 As stated in ibid., '‘This total is understated. It does not include, for ex- 
ample, balances of the Belgian Congo and Iceland—both sterling area countries 
—nor those of the Dutch and French possessions included in the sterling areas 
until this spring. Nor does it include the sterling balances of many non-sterling 
area countries, such as Canada, Sweden, Turkey, Portugal, or sterling earnings 
and compensation for shipping losses of the Norwegian, Greek and Dutch 
merchant marines. The Bank of Portugal alone holds foreign exchange equiva- 
lent to some I500 millions, some of which undoubtedly is in sterling,” 
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billion in discussing the British short-term obligation. But let us 
accept £2 billion for discussion purposes. 

The improvement of India’s international economic position is 
in reality much more thorough-going than the growth in its sterling 
balances would indicate. For in addition to accumulating sterling 
India has paid off (by repurchase) most, if not all, of her foreign- 
held debt obligations. India is likely to emerge from the present 
war a creditor rather than a debtor country. Some similar liquida- 
tion of foreign debts in sterling may have occurred in the case of 
other countries in the sterling area. Unfortunately at present writ- 
ing the information is not publicly available for inspection. 

What disposition will be made of these sterling balances— nearly 
half in favor of India alone— has not yet been officially announced, 
if, indeed, a decision has in fact been yet reached. But regardless, 
they clearly complicate the international balance of payments prob- 
lem that the world will face at the conclusion of the war. And, at 
least India, has significantly improved its international financial 
status.^® 

4, Military Currency and Dollar and Sterling Balances 

Even an abbreviated discussion of the postwar international bal- 
ance of payments problem would be incomplete without reference 
to the obligations and credits stemming from direct expenditures 
by the armed forces. These have taken several distinguishable 
forms even though full details will probably be kept a military 
secret until the end of the war. 

The advancing military forces have found it necessary to have 
‘‘money” for a number of different purposes in the course of their 
operations. In the invasion of North Africa in November, 1942, the 
armies had to have money to be used immediately on their arrival. 
JFor this purpose the American armies used the “yellow seal” dollar 
while the British forces used the “military pound.” The latter, 
known as the British Military Authority note, is reported to be a 
direct obligation of the British Treasury. The American “gold 
seal” dollars (“spearhead currency”) were charged against the U. S. 

20 cf. Bhojwani, B. N., “Post-War Implications of India Sterling Credits,” 
The Indian Journal of Economics, July, 1944, pp. 1-14. 
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War Department appropriation and it is said that it “created dollar 
credits in favor of the countries where it was spent/' 

Beyond these temporary expedients imposed by military necessity 
there have been the various “occupation" currencies. The military 
authorities have had to make local purchases, hire local labor, etc., 
wherever they have gone. In addition they have had to pay the 
personnel in currency which would be accepted locally. For both 
purposes the usual practice has been to issue “occupation" currency 
in the monetary unit of the occupied country. It is said that “Mili- 
tary currency is pure ‘fiat money.' It is generally issued with no 
coverage, no reserves, no ‘backing’; it may not even represent a 
promise to pay. . . . The issuing power may not accept any re- 
sponsibility whatsoever for the military currency that it puts out." 

From what meager official information is available, the ultimate 
disposition of this military occupation currency has not been wholly 
determined in its relation, if any, to American dollars or British 
pounds sterling. Moreover, it is more than likely that different 
policies will be followed in different countries, depending upon a 
variety of considerations. 

Two points are of importance, however, in relation to the prob- 
lem of the international balance of payments after the war. First, 
it is probable that not all the “spearhead” currency will have been 
already redeemed in dollars or pounds. Second, even though there 
is no explicit promise of redemption by the occupation authorities 
there will be strong pressure on “moral" grounds and those of 
expediency to accept an “implied" obligation and, therefore, to 
establish dollar balances in favor of the countries concerned in 
some amount equivalent to the occupation currency issued.^^ 

21 Lester, Richard A., “International Aspects of Wartime Monetary Experi- 
ence,'' Essays in International Finance, No. 3, Princeton University, Princeton, 
N. J., 1944, p. 2 n. 

22 See supra, note 19. 

23 Lester, op. cit., p. 2. 

24 It is worth noting in passing that if the occupation currency is not re- 
deemed it constitutes a simple inflationary levy upon the countries concerned. 
If relief supplies are shipped in and “paid for” by the surrender of occupation 
currency then the result would be that Italy, for example, would have traded 
domestic commodities and services (that are not usually exportable) for a (de- 
layed) receipt from abroad of, say, food, medical supplies, and clothing. It 
has been reported to the writer that this in fact occurred in some parts of 
North Africa: relief supplies were “paid for” by the surrender of military 
currency. In substance, therefore, the occupation costs were not borne by the 
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Military expenditures in countries which have not been occupied 
in any military sense but which have had airports, oil pipelines, or 
whatever, constructed within their borders by the military authori- 
ties, are another source from which dollar or sterling balances will 
have been accumulating during the war. And in other areas pre- 
emptive buying to prevent goods going to enemy hands, e.g., in 
Portugal and the Near East, will have built up dollar balances also. 
Such expenditures, in detail and classified by areas, will doubtless 
remain secret until the end of the war. 

But what fragmentary information is available suggests that the 
accumulation of American dollar balances and British sterling bal- 
ances as a result of military necessity will amount to truly large 
sums.25 Their size will be especially great when taken in compar- 
ison, not with total American or British war expenditure, but with 
the national incomes of the countries in whose favor they have 
accumulated. And for most postwar problems having to do with 
reconstruction and economic development this is the relevant com- 
parison. 


5 . Combined Effect of the Foregoing on International Balances 

It would be revealing if these several developments— lend-lease 
balances, occupation currencies issued, the growth of sterling and 
dollar debts— could be tied together into a summary figure which 

local population but by the American people through delayed delivery of food 
and other supplies. A similar arrangement could easily be established for the 
postwar period if felt to be desirable. 

25 In the National City Bank of New York, Letter, August, 1944, it is said, 
“More recently the growth of our armed forces has been an added factor in 
overseas expenditures, more than offsetting a tapering off in some of the earlier 
types of overseas payments. With several million American soldiers abroad, the 
requirements for pounds sterling, Australian pounds, Chinese dollars, and 
Indian rupees have assumed large proportions. It was estimated some time ago 
that our troops in Australia were spending something like $200 million a year 
for goods and services, over and above reciprocal lend-lease aid received from 
the Commonwealth. At the height of the North African campaign, the Allied 
forces are estimated to have spent in excess of $400 million a year in Egypt 
alone. Though the expenditures of our troops have comprised but a minor 
share of the Egyptian total, they have figured large in French North Africa 
and have furnished foreign exchange for the Caisse Centrale de la France Libre, 
set up in 1941 to serve the liberated French territories. The heavy expenditures 
of our troops in India have been an important source of dollars for the 
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would indicate the probable dollar and sterling balances that will 
stand to the credit of the rest of the world at the end of the war. 
But the information is not publicly available and also the war is 
not yet concluded. Nevertheless a few rough calculations are not 
wholly without predictive value. In the first place foreign-owned 
sterling short-term balances will probably amount to £i.5-£2.o bil- 
lions, and perhaps more, before the end of 1944. Certainly the fig- 
ures presented above in Section 5 (Table XXIV) are an under- 
estimate not an overestimate. As already said. Lord , Keynes has 
placed them as high as £3.0 billions by the end of 1944, or, say, 
$12 billions. 

The already visible dollar balances of foreign ownership in the 
form of banking funds (earmarked gold and bank deposits) will 
probably amount to $5-$6 billions by the end of 1944. These will 
include balances accumulated in favor of foreigners because of 
heavy imports, because of military expenditures in other tlian 
combat areas, and because there were some foreign banking funds 
in the United States prior to the war. To this figure should be 
added an unknown, but probably small, amount for any unre- 
deemed '‘spearhead currency” still in foreign hands. 

But in estimating resources available to foreign countries in 
comparison with the dollar sums needed by foreign countries for 
reconstruction and industrialization, some additional facts must be 
taken into account. 

In the first place gold has gone abroad from the United States 
in rather large amounts since the end of 1941. The decline in the 
American monetary gold stock is stated to be $1,570 millions from 
January, 1942, until June 30, 1944. Another $200 millions of newly 
mined American gold is reputed to have gone abroad in the same 
interval. Finally, newly mined foreign gold retained abroad (after 
deduction for industrial uses) has been estimated at $^,150 millions, 
again for the period from January, 1942, until June 30, 1944. And 
this figure does not include Russian production. In short, newly 
mined gold outside of Russia, plus losses of American gold, both 
newly mined and from monetary reserves, have increased the gold 

Sterling area exchange pool maintained in London.” It should be noted that 
some of the dollar expenditures have not resulted in dollar balances for the 
countries but, by an exchange arrangement, in sterling balances instead. 
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holdings of foreigners by roughly $3,920 millions from January, 

1942, until mid-1944.2® 

Foreign countries have also two other means by which, i£ they 
choose, they may increase their dollar balances to acquire needed 
American merchandise after the war. Early in 1944 gold held out- 
side the United States was estimated to amount to about $12 
billions, including, of course, the accretions in 1942-44 referred to 
in the previous paragraph. But probably there would be strong 
objections to depleting these foreign gold holdings since gold was 
already badly distributed between the United States and the rest 
of the world even before the war. The second potential source of 
American dollars (apart from exports of goods and services) is of 
course for foreigners to liquidate investments. According to the 
U. S. Department of Commerce long-term foreign investments in 
the United States at the end of 1939 were approximately I6.3 
billions.^^ British holdings have since decreased substantially. But 
probably some other countries have increased their holdings. How 
much would be available from this source is difficult to estimate 
because of the complications of “direct investments'* and the strong 
reluctance in many quarters to force the disposal of private for- 
eign holdings in exchange for domestic funds. Yet the determina- 
tion to reconstruct or industrialize underdeveloped areas may be 
only slightly less urgent than the mobilization for war, hence, the 
liquidation of foreign investments should not be overlooked in 
the search for resources. 

If we take a conservative view and assume that no part of the 
prewar gold stock outside the United States should flow to this 
country after the war and that no long-term investments are to be 
liquidated, then the gold accretions and dollar banking funds in 
the hands of foreigners will probably amount to roughly $10 bil- 
lion at the end of 1944. Sterling balances will total more than £2 

26 The above figures are from the National City Bank of New York^ Letter, 

August, 1944. But the same figures can be obtained from data in the Federal 
Reserve Bulletin. In considering these figures it must be recognized that in the 
prewar years there was a heavy gold inflow of gold into the United States after 
1929 ^nd that to some degree these accretions by foreigners are an appropriate 
addition to badly depleted gold reserves. Hence there may be no disposition to 
see them decline in exchange for American merchandise after the war. Cf. 
Federal Reserve Bank of New York, Monthly Review, 1, 1944, pp, 43-45. 

27 The United States in the World Economy, 123. 
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billion at the same date. And the likelihood is that, at least until 
“VE day/' these balances will continue to grow larger rather than 
decline.^® 

Viewed abstractly, the order of events and the character of the 
war have been such that Great Britain and the United States have 
drawn supplies from the rest of the world by giving post-dated 
checks in payment. The checks cannot be cashed immediately for 
desired goods and services because export controls in both coun- 
tries limit or prohibit current delivery. At the end of 1944 the 
total of such post-dated outstanding checks probably amounted to 
about $10 billion American dollars, about 2 billion pounds sterling 
plus whatever dollars and pounds are finally given for military 
currency issued. In other words, a sum of something in the neigh- 
borhood of $18 billion. 

How large is $18 billion dollars? We may note in the first place 
that it is greater than the whole of lend-lease shipments from the 
beginning until March 1, 1944. It is more than five times total 
American exports in 1937— the largest peacetime year after 1929. 
It falls short of total world exports of merchandise in 1938 by 
about I4 billions but is nearly twice as large as merchandise im- 
ports into Continental Europe in 1938. 

6, Foreign Balances and the Bretton Woods Proposals 

The foregoing rough calculations of $10 billion and £2 billion 
as dollar and sterling credits that will stand in favor of the rest 
of the world at the end of 1944 are wholly apart from any com- 
mitments arising under the Bretton Woods agreements. It is not 
our purpose to enter into any detailed discussion of either the 
International Monetary Fund or the International Bank for Re- 
construction and Development. A proper analysis of these would 
require a small book in itself. We may note, however, what sums 
would be added to the above figures of |io billion and £2 billion 
if the Bretton Woods agreements are accepted by the governments 

28 In considering these figures one should mentally add the existing commit- 
ments of the Export-Import Bank. Not all of the bank’s loan commitments are 
likely to be drawn upon by the end of the war. At December 31, 1942, the 
Export-Import Bank had undisbursed commitments of I425.7 millions. Annual 
Report for 1^42, Washington, 1943, p. 5. 
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of the signatories and the two institutions established. Let us first 
consider the Bank since it, rather than the Fund, is designed to 
promote international investment on long-term account.^® 

The required subscription of the United States to the Bank is 
13*175 billions and the United Kingdom $1.3 billion. But only 20 
per cent of these amounts, i.e., I635 million and I260 million, may 
be used for the Bank’s own loan fund, or a total of I895 million. 
Indeed after the initial call on subscription of 20 per cent and 
a call at the end of the first year of another 8 per cent, no further 
demands are to be made upon the subscribers except as needed. 
These contributions to the Bank’s own loan fund cannot be lent 
or exchanged by the Bank unless the country whose currency is 
to be lent approves. Consequently the $895 billion is a loan fund 
contribution with a reserved veto power. But because the sub- 
scribers must pay in gold or U. S. dollars to the amount of 10 per 
cent of their initial 20 per cent subscription (i.e., 2 per cent of the 
total subscription) the Bank will have I182 million (out of a total 
subscription of $9,100 million) which can be used to purchase any 
currency its needs may require. But this is a small sum. 

Hence so far as the Bank is concerned it will add immediately 
upon its establishment something short of $1 billion to the balances 
of $10 billion and £2 billion already estimated. 

As for the International Monetary Fund, the American quota is 
$2,750 million; that of the United Kingdom $1,300 million. These 
subscriptions are payable partly in gold and partly in local cur- 
rency. The subscription in gold is to be the smaller of either 25 
per cent of a country’s quota, or 10 per cent of the country’s official 
holdings of American dollars. For present purposes the significant 
figure is the $2,750 million contribution of American dollars. The 
gold subscription, even though the Fund may use its gold holdings 
to acquire American dollars, is not pertinent to the present discus- 
sion because these gold payments to the Fund we have already 
reckoned with in our estimates of gold holdings outside the United 
States and foreign-owned American dollar balances. The important 
point is the additional dollars of $3,750 million provided as the 
American quota in the Fund. 

29 The remarks that follow are based from current press reports and Golden- 
weiser, E. A., and Bourneuf, Alice, ‘Bretton Woods Agreements/’ Federal Re- 
serve Bulletin, September, 1944, pp. 850-870, 
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The purpose of the Fund is to smooth out irregularities in the 
balance of payments on current account between the member coun- 
tries. By explicit statement the Fund is not designed to care for 
disequilibria in the balance of payments arising from postwar re- 
construction and relief. These are to be handled separately. Pre- 
sumably the Fund would handle temporary disequilibria arising 
from industrialization and development projects undertaken by 
a member country and developing prior to long-term borrowing 
on capital account by the member. So that indirectly the Fund 
could be an instrumentality for assisting development projects if 
not economic reconstruction. 

Some fears have been expressed that the Fund would run the 
persistent danger of running short of American dollars. The Fund 
could not acquire more dollars (beyond the $3,750 million) except 
by using its gold holdings or by resort to the somewhat compli- 
cated repurchase provisions governing currencies of countries in 
oversupply in the hands of the Fund. But existing gold holdings 
we have already accounted for in our estimates, and any American 
dollar balances held outside of the Fund would have to come from 
these or from current exports by the rest of the world to the 
United States after the Fund has been established.®^ 

The Fund has of course many other aspects as to its structure 
and operations that are not germane to our present interests. But 
these we need not consider in the present context. 

At present writing the governments of none of the signatories of 
the Bretton Woods agreements have formally accepted the pro- 
posals.®^ Yet it is worth-while to note what additional dollar re- 

80 Cf. Williams, John H., ‘‘International Monetary Plans after Bretton Woods,” 
Foreign Affairs, October, 1944. 

31 How one regards the proposals depends, apparently, upon where one sits. 
A French economist writing in an English journal concludes as follows: “When 
it comes to accepting or rejecting Bretton Woods, any deliberation based not on 
political, but on economical, considerations must counsel their rejection. Re- 
moval of controls and restrictions is the only bargaining weapon debtor coun- 
tries possess to secure a reasonable economic policy from the United States. 
To throw this weapon away before having used it would be the height of 
folly. If this reorientation of American policy can only be obtained by a 
showdown, appeasers should remember, from recent experience, that a show- 
down now is cheaper than appeasement plus showdown later. 

“For, in substance, Bretton Woods is not, as some optimists have claimed, 
a happy compromise. It is the total maintenance of United States’ economic 
bargaining power coupled with complete renunciation of bargaining power by 
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sources and sterling resources are added to the world supply of 
dollars and sterling if the Bank and the Fund are set up as pro- 
posed. 

We have already estimated }io billion and £2 billion ($8 billion) 
as a conservative figure at the end of 1944 quite apart from the 
Bank and the Fund. The establishment of the Bank would add 
I635 million to the supply of American dollars and £65 million 
($200 million) to the supply of British pounds. 

Although the Fund is not intended to handle balance of payment 
problems occasioned by relief and reconstruction needs, it could 
presumably be used in connection with industrial and economic 
development. On the basis of present quotas it would add 12,750 
millions in American dollars and £325 ($1,300 million) in British 
pounds. Hence the net effect of the Fund and the Bank combined 
would be to add $3,385 million to the dollar balances of the rest 
of the world and £380 million ($1,560 million) to the total of 
foreign-held sterling balances. Otherwise expressed the adoption 
of the Bank and the Fund would together increase dollar assets 
available to foreigners by about one-third and similar sterling bal- 
ances by about one-sixth. And the main increase comes from the 
Fund rather than the Bank. 


III. AGGREGATE CREDIT BALANCES AND 
SPECIFIC NATIONAL REQUIREMENTS 

/. Foreign-Held Balances and the Needs of Reconstruction and Economic 
Development 

We need to be careful not to misinterpret the meaning of the $18 
billion figure which emerges as a rough index of the probable com- 
bined dollar and sterling balances of the rest of the world after 
the war. This is a total figure. It does not demonstrate that any one 
country in need of reconstruction or desirous of pushing its in- 
dustrial development after the war has dollar or sterling credits 
adequate to its needs. Some will have larger balances than they 

the debtor nations.” Schwarz, R. P., ‘‘Bretton Woods,” The Fortnightly, October, 
1944, pp. 208-209. 
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require; others will have a deficiency. But, apart from the United 
Kingdom, there is at least a presumption that dollar balances are 
sufficient in total to make a good start towards relief, postwar re- 
construction, and deliberate industrialization. And there are the 
sterling balances besides. The problem would appear to be more 
one of achieving a satisfactory distribution of the existing balances 
in dollars and sterling at the war's end than a problem of finding 
neat schemes for making larger credits and loans available. 

No one can be certain, of course, what will be the “necessary” 
imports from the United States and Great Britain to achieve eco- 
nomic reconstruction and planned industrial development. Hence 
no one can be sure whether or not the $io billion and the £2 (or 
more) billion will be large enough to finance such “necessary” 
imports. And there are two other uncertainties. First is the uncer- 
tainty concerning the course of American and British prices during 
the remainder of the war and the early postwar period. Insofar 
as American and British prices continue their rise during the war, 
and level off into a plateau after the war, then the physical goods 
that a given dollar and sterling sum will purchase will be less. And 
conversely. Secondly, there is the uncertainty about postwar ex- 
change rates. Conceivably these might be set through ignorance, 
bad judgment, or deliberate intent in such ratios to one another 
that the usefulness of the dollar and sterling balances would be 
adversely affected.®^ 

In considering what volume of imports is “necessary” for recon- 
struction and industrialization programs we are impelled to recall 
the reader's attention to some of the observations and conclusions 
offered in Part One of the present volume. We there argued that 
both reconstruction and industrialization were essentially a problem 
of real capital accumulation; that the nature of the real cap- 
ital that had to be accumulated— especially construction and the 
results of construction activity— precluded its being directly im- 
ported from abroad; that imports financed by borrowing (i.e., im- 
ports in excess of current exports) by the capital-accumulating 
countries were a means of allowing capital accumulation at a more 
rapid rate and/or with less real sacrifice than without imports; and 
that there was probably too easy an assumption that foreign bor- 
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rowing was directly related to real capital accumulation in the 
borrowing country. If these contentions have merit then there is 
all the more reason to suppose that the total dollar and sterling 
balances in foreign hands at the end of the war may be nearly 
adequate for such economic reconstruction and planned industrial- 
ization as is necessary and worthy of being undertaken. At least 
there is enough to make a good start towards these objectives. In 
other words, the argument and analysis of Part One complement 
and reinforce the present rough calculations as to the adequacy of 
the ten billion dollars and two billion pounds sterling in foreign 
credit balances for reconstruction and economic development. 

But if one argues that the funds are nearly sufficient in the 
aggregate if partitioned according to need it is not to say that their 
division among the needy raises no problems. Let us examine these 
briefly. 

2 , The Problem of Allocation 

The difficulties in the way of obtaining a workable distribution 
of aggregate foreign dollar and sterling credits after the war run in 
several directions. 

There is first of all the problem of the composition of any coun- 
try's balances in dollars or sterling between private and public 
holdings. In the tables above we have listed principally the hold- 
ings of central banks and governments, e.g.. Table XXIV showing 
sterling balances. But in some countries substantial dollar or 
sterling credits may be in private hands and yet these be listed 
among the foreign exchange holdings of the country. For example 
(as stated supra p. 187), there were $2.2 billion of foreign banking 
funds in the United States at June 50, 1944, which were recorded 
as “other," i.e., “not official," banking funds.®^ While these consti- 
tute part of the dollar holdings of the countries in question in 
the usual statistical sense they are not “loanable dollar funds" from 
the point of view of “the country" (i.e., the government) unless the 
government is willing to demand their surrender in exchange for 
domestic funds or unless the private owners should perchance de- 

33 In all probability this figure substantially understates the total non-official 
balances. The camouflaging of foreign -owned balances in dollars has become 
nearly a fine art as everyone knows. 
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sire to make investments in countries that need dollars for recon- 
struction or industrial development. A country that is having trou- 
ble finding enough dollars or pounds to finance needed imports 
from abroad is not likely to hesitate to commandeer privately 
owned foreign funds. But a country which is not so embarrassed- 
strong exchanges, positive trade balance, etc.— is likely to be reluc- 
tant to insist that its citizens must turn over foreign exchange 
holdings. And this is especially likely to be the official and popular 
attitude when the purpose of forced surrender is to make loans to 
other countries. It does not require great imagination to foresee 
the kind of popular arguments that could be marshaled in opposi- 
tion to such a plan. Hence the aggregate postwar foreign dollar and 
sterling balances may be misleading for the reconstruction and in- 
dustrialization problem insofar as some of the largest holders may 
be unwilling to make loans to those with genuine need: some coun- 
tries will have more than they require but they will not lend their 
surplus to others. 

Problems of this kind are among those which yield most effec- 
tively to solution' by some kind of international agreement. An 
agreement between all countries would strengthen the hand of any 
one country with its own populace. Furthermore the reluctance to 
lend may be based on suspicion or misunderstanding as to the 
purpose and safety of the loans. An international agreement could 
help to clear the way here as well. 

Loans from those countries which have a surplus to those coun- 
tries which have not enough dollar or sterling balances to finance 
necessary imports for reconstruction and industrialization may be 
stifled by the simple inexperience of the new creditors. India or 
Iraq, for example, may emerge from the war as net creditor nations 
on international account. And Iceland is commonly reputed to 
have enough dollar credits to support much of its population on 
imports for years to come. But no one of them has had much 
experience in making foreign loans abroad, even assuming their 
willingness to do so. While the prospect of Iraq making a sterling 
loan to Greece is at least novel, it ought not be impossible of 
arrangement: enough specialized skill in these matters presumably 
exists in any one of the prewar financial centers to bring it off. A 
completely competitive international loan market might of course 
be expected to achieve a proper distribution automatically. But in 
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the conditions that are likely to prevail after the war some more 
reliable arrangement should probably be established. 

5 . The Special Difficulties of Great Britain 

No discussion of these problems could overlook the peculiarly 
difficult position of Great Britain in the postwar world. Her prob- 
lem in many respects is a magnified obverse of those countries which 
have gained dollars and pounds as a consequence of the war. Her 
foreign investments have been sharply diminished. Her reconstruc- 
tion needs will be large. And she is already heavily in debt to 
other countries. Her traditional position vis-a-vis the rest of the 
world has been nearly reversed as a result of the war. From a coun- 
try accustomed to provide her people with a high standard of living 
through exports and income from foreign investments she will 
reach the postwar period with her foreign investments destroyed 
or liquidated, with a shrunken foreign market for her exports 
because of industrial development abroad, and with a domestic 
economy whose productivity and efficiency has been seriously im- 
paired by undermaintenance and physical destruction. (As in the 
United States, probably much of her wartime capital investment 
will have a limited peacetime usefulness.) And added to her other 
burdens will be a social security program and a national defense 
budget whose real costs will substantially exceed similar prewar 
items as a percentage of the national income. 

The economic policies that are appropriate to the postwar prob- 
lems of the United Kingdom do not lend themselves to cursory 
treatment in a short paragraph. The problem has been much dis- 
cussed from various points of view. We do not presume to be able 
to add anything new to that discussion here. The crux of the prob- 
lem lies in the juxtaposition of the basic factors listed in the 
previous paragraph. And in view of these it is small wonder that 
there is active discussion in Great Britain of the necessity for ex- 
change control, for subsidies to exports, for cartelization, for fund- 
ing short-term sterling debts, for restrictions on foreign lending, 
for import restrictions of various kinds, and for many another 
device horrifying to the nineteenth-century tradition in interna- 
tional liberalism. What will ultimately emerge as an integrated 
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policy is not now clear. But in view of the nature of the problem 
some drastic changes from prewar policy seem unavoidable. 

Indeed the British problem appears on examination to be far 
and away the most serious difficulty in the whole postwar inter- 
national financial scene insofar as one can now visualize that pic- 
ture. And the British case is complicated by the fact that she has 
to consider not only her immediate postwar position but matters 
of longer-run policy as well. The adaptations which British policy 
invokes to meet the acute pressures of her immediate postwar posi- 
tion, both in its domestic and international aspects, will have a 
marked effect upon the policy she can and must follow over the 
decades to come. An economic world dominated by a vigorous 
insistence upon “security” and “stability” as the worth-while objec- 
tives and characterized on its technical side by a prodigious fixed 
investment is an economic world in which sharp and sudden 
changes in over-all economic policy are no longer possible. The 
consequence is that for the United States and the world at large 
the utmost importance attaches to achieving an effective solution 
to the economic problem that the United Kingdom will face when 
the war ends. 

The solution to the British problem can certainly be the more 
easily effected if the United States provides tangible assistance. The 
manner in which this assistance should be provided and the forms 
it should take are both large questions calling for careful explora- 
tion and analyses in the light of the pertinent facts which doubt- 
less exist but are not available to the general public at present 
writing. In the absence of these one must confine the discussion 
to broad issues as we have done here. 


IV. SUMMARY 

Thus while the case is not conclusive, there is reason to believe 
that the dollar and sterling balances in the hands of other coun- 
tries are likely to be fairly large by the time the war ends. If at 
all distributed on any rational basis they ought to go a considerable 
distance towards providing the necessary dollar and sterling bal- 
ances needed to finance reconstruction and planned economic de- 
velopment. There will be some difficulties in arranging for their 
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reasonable distribution. But these are far short of being insuperable. 

The Bretton Woods agreements, if adopted by the signatory 
governments, would still further increase the dollar and sterling 
funds available for the financing of current imports and projects 
dealing with the development of low-income areas. 

So far as one can see at present the really serious financial prob- 
lem in the international scene at the war's end will be the case of 
the United Kingdom. The complete reversal of her international 
financial position during the war years is of a magnitude that 
cannot be paralleled by a corresponding change in the composi- 
tion of her industry and the tastes and habits of her people in 
the same time interval. Some special arrangements in the financial 
sphere will undoubtedly be necessary in her case. What these will 
be and the amount and type of assistance provided by the United 
States cannot be discerned in advance. But both political and 
economic considerations suggest that help will be forthcoming. 

The wave of American international lending after World War 
I was of doubtful wisdom viewed either from its international or 
national consequences. It was not possible for the United States to 
shift to the position of a heavy importer as her creditor standing 
in the international accounts required. Possibly the reasons are to 
be found in the dominance of sectional selfishness over true na- 
tional interest in the political formulation of economic policy. But 
a more acceptable explanation in the writer’s view would stress the 
impossibility of re-adapting the American economy in a very few 
years from a position of heavy exporter to a position of heavy im- 
porter. The British case after the present war will be the earlier 
American case in reverse. In neither instance can a national econ- 
omy adapt as rapidly as its international financial position. 

ADDENDUM TO CHAPTER XI 

Since the foregoing was set up in type some additional information has 
been made available which supplements the figures and estimates given in 
the text above. In general these further data strengthen the argument as 
presented, but for some purposes it may be useful to have the more recent 
figures. They are given in summary form. 

1. Lend-lease exports swelled to a tremendous volume from February 
through December, 1944. A total of 1 18. 19 billion was made available 
during this interval as against $17.19 billion for the whole period from 
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March, 1941, through February, 1944, as reported in Table XX supra. 
Classified according to types of goods the percentage distribution of the 
lend-lease assistance rendered from March through December, 1944, was 
as follows: 


Per Cent 


Munitions (including ships) 51.5 

Industrial Materials and Products 23.5 

Agricultural Products 14.0 

Shipping and other Services 11.2 


100.0 


{Eighteenth Report to Congress on Lend-Lease Operations^ Washington, 
^ 945 > P- 8-) period January through November, 1944, 75.3 per 

cent of lend-lease aid was delivered to the United Kingdom and U.S.S.K. 
{Ihid., p. 15.) This is a slightly higher figure than the 70.1 per cent given 
in Table XX for the period March, 1941, through February, 1944. 

2. According to Robert L. Sammons in the Foreign Commerce Weekly, 
January 27, 1945, the United States was a net debtor, not creditor, nation 
on long-term and short-term account combined at the end of September, 
1944. According to the figures there given the United States was a net 
debtor on short-term account in the amount of I5.6 billion and a net 
creditor oh long-term account in the amount of I4.4 billion, hence a 
net debtor position of |i.2 billion. Short-term assets held by foreigners 
were put down in this study at I2.8 billion on private account and $3.3 
billion on “officiaF’ account as of the end of September, 1944. It is also 
indicated in bold type that the figures presented are known to be under- 
statements in relation to the full facts. These higher figures strengthen the 
point already made in the text above. 

3. The net gold outflow from the United States during the calendar 
year 1944 is reported to have been 11,305 million. {Foreign Commerce 
Weekly, March lo, 1945, p. 31-) This is presumably ear-marked gold and 
newly mined gold combined. 

4. The total sterling balances to the credit of non-nationals is probably 
substantially understated at £2 billion as of the end of 1944. £3 billion 
seems to be increasingly cited in later discussions. Hence the analysis in 
the text above concerning the dangers of the British position is on the 
conservative side. 



IN RETROSPECT AN D IN 
LIEU OF CONCLUSION 


L A SUMMARY VIEW ON AMERICAN FOREIGN 
INVESTMENT AND ECONOMIC WELFARE 
AT HOME AND ABROAD 

At the risk of some repetition it seems useful to draw together 
some threads of the argument relating to foreign investment, trade, 
national income, and employment as they appear particularly to 
relate to the probable position of the United States in the post- 
war period, 

1. The enormous productivity capacity demonstrated by the 
American economy since Pearl Harbor leaves little doubt that all 
earlier notions on this score in general circulation were gross under- 
estimates. The number one problem in the economic sphere for 
the postwar period is how effectively to gear this capacity into 
useful operation and to maintain it running smoothly. The tri- 
umphant achievement of this objective would contribute to the 
material welfare of our own citizens and the world at large in a 
degree that can scarcely be envisioned. But it would be idle to 
assume that the attainment of that end will be a simple task free 
from hampering obstacles. The political, technical, and social diffi- 
culties that stand barrier to an effective harnessing of the produc- 
tive capacities of the American economy are unquestionably large. 

It is not within the scope of the present volume to sketch a 
comprehensive program by which high levels of national income 
can be drawn from the American economic system. It is appropriate 
for us to consider the relation of postwar foreign investment to 
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American national income. And the relationship falls conveniently 
into two stages. In the first there is a net outflow of investment 
abroad for reconstruction, industrialization, economic development, 
or whatever. In the second stage the return flow of payments to 
the United States exceeds the gross outflow of new investment. Let 
us examine these in turn in their relation to national income and 
material welfare. 

2 . Generally speaking, it makes little or no difference from the 
point of view of the American economy for what purposes abroad 
American investment commitments are undertaken. For the really 
important effect of the investment of American funds abroad is 
that it increases the world supply of dollars. The rest of the world 
has more dollars than it would have had in the absence of foreign 
lending by the United States. These dollar balances (unless held as 
idle deposits) will be spent for the purchase of American products 
or services. Exports rise and the incomes of American producers 
are made larger as a consequence. These larger incomes in turn 
will be (partially) spent for consumption goods and capital goods 
and so produce secondary, tertiary, and subsequent effects upon 
incomes in the United States. In reflecting upon this sequence of 
increments to domestic incomes in the United States it should be 
constantly borne in mind that the analysis is only valid if one 
assumes that the alternative to not investing abroad is hoarding, 
i.e., not spending, at home. By lending abroad, it is assumed, 
money is ultimately spent for American products for export which 
would otherwise not be spent at home. (The validity of this as- 
sumption is not here in question although there are some reasons 
for questioning it.) 

The precise point at which the initial effects of foreign lending 
are felt in the American scene depends, of course, upon what prod- 
ucts foreigners choose to buy with their larger dollar balances. As 
we have been at some pains to point out in Chapter IX, there is 
no reason to suppose that the original borrowers themselves, barring 
special stipulations in the loan contract, will necessarily want or 
demand American products. All that we can be sure of is that in 
the last analysis the dollar balances must be exercised for the pur- 
chase of American goods or services for the benefit of foreigners. 
Consequently what goods will in fact be exported because of the 
foreign lending will depend upon relative prices of American goods 
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and foreign goods and upon buyers’ preferences, apart from price, 
for various types of products from different countries. 

The real transfer when foreign lending occurs can only be 
effected by way of goods that are capable of moving in interna- 
tional trade, or theoretically, by transfers in the ownership of im- 
movable property.^ This means that the effects of foreign lending 
upon national income are limited to those channels which are 
open to goods moving in international trade. In other words, the 
beneficial effect of foreign investment upon national income in 
the lending country is restricted (initially) to its effects upon in- 
comes in those industries whose products or services are capable of 
entering into international commerce.^ 

Because foreign investment is so restricted in its effects upon 
domestic national income and employment, it is inappropriate to 
regard foreign investment and home investment as equally effec- 
tive in contributing to domestic welfare. To be more specific: if 
I25 billions of gross investment are necessary to maintain reason- 
ably full employment in the American economy one could not dras- 
tically alter the proportion in which this $25 billion were divided 
between home investment and foreign investment and expect full 
employment to persist. The greater the proportion of foreign in- 
vestment to the total the greater in general would the total invest- 
ment necessary to sustain full employment have to be. And the 
same argument holds with added force if the question at issue is, 
as it is likely to be, the relative efficacy (per unit of expenditure) 
of foreign investment and domestic investment as stimulants to 
home employment. 

Apart from the simple fact that foreign investment must operate 

1 That is, more of the immovable property, e.g., land, in the lending country 
might come to be owned by foreigners and the transfer so effected. But this 
possibility does not appear to be of much practical significance. 

2 There is, I think, an interesting lack of parallelism here between the posi- 
tion of lending countries and that of borrowing countries. In borrowing coun- 
tries the banking system is strengthened by the loans and may therefore make 
credit easier for investment projects of all types. The benefits of the loan are 
not restricted in their operation to industries whose products may move in 
international trade. But for the lending country the beneficial effects of foreign 
investment upon the home economy are limited to the channels already men- 
tioned. If foreign lending makes for higher interest rates in the lending coun- 
try then of course the harmful effects upon domestic investment and incomes 
are general. 
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upon domestic employment via the international trade routes, there 
is the additional consideration, which we have dealt with at some 
length, that foreign investment leaves the domestic construction 
industry unaffected in any direct way. Since so much real invest- 
ment or real capital formation in any country means activating 
the construction and allied trades, this is another way of saying 
home investment works directly upon those segments of the econ- 
omy which are most prone to fall into a slump of inactivity. Hence 
home investment is likely to be much more efficacious than foreign 
investment as a stimulant to employment or in warding off a slump. 
The two are not parallel in all respects by any means and it only 
confuses basic issues to speak as if they were. 

3. The relevance of the foregoing to the problems likely to con- 
front the American economy in the postwar period runs also in 
another direction. 

No one can of course foresee what volume of foreign investment 
the United States will be willing to undertake after the war. Too 
many unknowns exist to make even a reasonable guess. But if we 
recall that the accumulated total of American investments abroad 
prior to World War II were less than $12 billions, we are not likely 
to go far wrong in guessing that perhaps $2-$3 billions annually in 
net new investment abroad on both private and public account 
would be near the upper limit of reasonable expectations. But such 
a sum would be small in relation to the aggregate investment ap- 
parently necessary to sustain the American national income at ac- 
ceptably high levels, say, something in the neighborhood of $140- 
I150 billions. In other words, if domestic employment is flagging, 
the contribution that foreign investment might make to its sus- 
tenance is small relative to the magnitude of the task. This is not 
to say, of course, that it is to be labeled trivial. Indeed, viewed in 
terms of increments to the total, foreign investment may be more 
important than the ratio of probable postwar foreign investment 
to total gross investment necessary to maintain adequate employ- 
ment might seem to indicate. But nevertheless, even in marginal 
terms, it seems unwise to proceed blithely on the assumption that 
foreign investment is the key to the Pandora’s box of full em- 
ployment. 

4. In considering the wisdom of foreign loans after the war from 
the point of view of the American economy and its operations we 
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must not overlook the phase o£ the return flow of capital from 
previous lending. How soon this stage might arrive and how large 
the flow might be cannot be foretold from any information cur- 
rently available. It will depend upon how much is lent, over what 
period, and on what terms. Yet we do know enough from American 
experience with the war debts following World War I that as a 
nation we cannot simultaneously insist upon payment of sums bor- 
rowed and refuse to accept imports. 

The absorbtive capacity of the American economy with respect to 
imports from abroad depends both upon the level of the American 
national income and, given the national income, upon the Amer- 
ican tariff schedules and prices here and abroad. American industry 
and agriculture have enjoyed substantial protection for many years. 
How much foreign lending, that will escape default, is consistent 
with present (1945) American tariff schedules is not easy to guess. 
But the capacity of the American market to absorb imports with- 
out tariff changes is not patently large in comparison with the 
sums at times suggested as an appropriate volume of American 
foreign lending in the after-war period.^ The United States is not 
an island community. It is the largest and most efficient industrial 
country and one of the world's foremost agricultural and raw 
material producers. 

Foreign lending means default or a delayed flow of imports. And 
the resultant flow of imports depends upon the volume of lending, 
the terms of the loans, and their time distribution. The less that 
is lent (given the terms) the smaller the necessary flow of imports. 

A heavy return flow of imports from large antecedent foreign 
lending would impose substantial adjustments in the structure of 
American industry. These domestic adjustments to a heavy flow 
of imports would not be painless. Tariff reductions would make it 
easier for the borrowing nations to export to^ the United States, 
But the adjustment imposed upon the American economy would 
be proportional to the flow of imports. Reductions in the Ameri- 
can tariff, or in the extreme case zero tariffs, would increase the 
flow of imports. But foreign lending must increase the flow still 

3 Cf. Staley, E., World Economic Development, Montreal, 1944, passim; also 
Kindleberger, C. P., “Planning for Foreign Investment,” American Economic 
Review, Supplement, March, 1943, pp. 347-354. Henry Wallace has implied the 
necessity for enormous American foreign lending after the war. 
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more. The seriousness of the total adjustment would depend upon 
the degree of tariff reduction and the preceding volume of foreign 
lending. 

These adjustments are traditionally dealt with as '‘frictions” and 
the emphasis placed upon the long-run benefits to be had from 
applying the principle of comparative advantage. But where mod- 
ern industry, and to a degree agriculture as well, are characterized 
by heavy fixed capital investment the shifting of economic re- 
sources from one industry to another according to the dictates of 
the law of comparative advantage is not easily achieved. Moreover, 
friction seems scarcely the proper word to describe the drag on 
employment and the atmosphere of depressed areas that such 
shifts seem to require nowadays. We would not wish to be under- 
stood, of course, as implying that the adjustments could not be 
made. We would wish to point out, however, that the histories of 
Great Britain from 1925-1931 and of the United States with respect 
to coal, cotton, and other agricultural products between the two 
wars do not suggest that adjustment comes easy in the present 
economic and political setting. All such adjustments are of course 
more easily affected at high income levels than with underem- 
ployment. But the fact that they have to be made, if more imports 
are to be absorbed because of previous foreign lending, makes the 
task of maintaining a high national income all the more difficult. 

Of course one can take the blithe view that all these adjustment 
problems associated with the return flow of capital (or alternatively 
widespread defaults) are so far in the future that one ought not 
to bother with them in the present. Possibly so. But a national 
economic policy ought to be something more than a day to day 
improvisation. And consequently one is entitled to look ahead 
a little and try to envision the probable delayed results of current 
actions. If the adjustment to the return flow of capital should prove 
a trifling problem in the days to come so much the better. But 
there is nothing inherent in the situation as it can now be viewed 
to guarantee that that will necessarily occur. 

5. The foregoing poses a dilemma. On the one hand an increased 
supply of dollars after the war can assist the rest of the world in 
the task of reconstruction and economic development. At any rate 
it can be made less grim and proceed at a more rapid pace with 
the assistance of American dollars than without it. Yet from the 
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point of view of the American economy foreign lending as an in- 
vestment outlet appears to be open to certain objections in com- 
parison with domestic investment as a stimulus to employment 
while, under any plausible assumptions, its volume is not likely 
to be large enough to contribute substantially to the objective of 
full employment. Alternatively expressed one could say that, eco- 
nomically speaking, what would be large from the point of view 
of the rest of the world as foreign lending by the United States 
would be comparatively small as a contribution to the total in- 
vestment seemingly necessary to achieve full employment in the 
American economy. Furthermore, foreign investment by the United 
States implies a willingness to accept imports as service charges 
and principal payments in due course. All the foregoing, more- 
over, assumes that foreign borrowers would encounter no difficulty 
in so arranging their borrowing and domestic investments that they 
could make exports available in sufficient volume to service the 
loans. As we have seen in Part One, this might well be difficult to 
achieve in view of the volume and character of the investments 
occasioned by reconstruction and deliberate economic development. 

All things considered, it would appear that both from the point 
of view of the borrowers and that of the United States as potentially 
the chief lender in the postwar period there are serious difficulties 
in a large foreign investment program along familiar and tradi- 
tional lines. Yet if American dollars can be made available they 
would undoubtedly assist reconstruction and economic develop- 
ment. But the balance of payments problem for borrowers, the 
essential character of the economic assistance that American foreign 
lending might render, the effects of foreign investment upon de- 
mestic employment, and the possible consequence to the United 
States of accepting a heavy return flow of imports, all these sug- 
gest that foreign lending along lines that are historically familiar 
is less than a completely satisfactory solution to the postwar eco- 
nomic problems that some have envisioned it performing. 

6. The tangible contribution that the American economy can 
make to reconstruction and economic development is through pro- 
viding goods and services. These goods and services, as we have 
emphasized, may be directly or indirectly contributory to capital 
accumulation. Apart from gifts in kind, however, such goods and 
services must be paid for in dollars. Hence the question resolves 
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itself into that of the various ways in which the rest of the world 
can increase its dollar balances with which to purchase goods and 
services in the American market. 

Viewed analytically there are only three ways in which the rest 
of the world can acquire more dollars for reconstruction and eco- 
nomic development. The dollars can be a gift, a loan, or the result 
of increased absorption of imports by the American market. How- 
ever these three methods may be disguised, combined, or submerged 
in elaborate schemes or machinery they remain as the only means 
by which the rest of the world can acquire purchasing power in 
the American market. 

From the point of view of the United States the choice between 
the three methods would seem to turn upon their immediate and 
longer term effects upon the American national income. 

Gifts and loans, during the period of donation, or foreign in- 
vestment, in the interval of net outflow, have essentially the same 
effect upon domestic national income. They both lead to an in- 
crease in the volume of goods exported and to that degree they 
augment incomes in those industries whose products are sent 
abroad. The beneficial effects of this process in secondary and 
tertiary , developments we have already explained and need not 
repeat here.^ 

Other than gifts, which require no repayment by definition, the 
other two methods by which the rest of the world may acquire 
dollars require the American economy to absorb imports of goods 
and services. In the case of loans the United States provides goods 
and services as a first step, and undertakes, if it is to be repaid, 
subsequently to take imports as a second step. The lag between the 
boom in exports and the acceptance of imports may be quite sub- 
stantial. Where economic reconstruction and development proceed 
on a pay-as-you-go basis, the rise in exports is likely to be nearly 

4 It is assumed here that the gifts or loans are made at a time when in- 
creased money expenditure will go (mainly) into augmenting output rather than 
simply raising prices. If reasonably full employment prevails, then more goods 
as exports can only be put at the disposal of foreigners by diminishing the 
amount made available at home. The division of total output between the 
home population and the rest of the world can of course be achieved in several 
ways. The simplest of these is through an inflationary rise in prices: real output 
gets divided according to the relative rise of prices and incomes in different 
segments of the economy. Apart from an automatic division through inflation 
there are various rationally planned schemes that might be used. 
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simultaneous with the absorption of imports. In other words, when 
the foreign demand for American products is insistent it is un- 
likely that any dollar balances obtained from exports to the United 
States will be allowed to stand long as idle deposits.® 

If this analysis is correct it would follow that, from the point 
of view of the effect upon the American national income, a loan 
policy and a pay-as-you-go policy are not identical. 

A loan policy gives a lift to exports and hence is a favorable 
stimulus to domestic employment and income. As long as there 
is a net outflow of foreign investment this stimulus is not offset by 
a corresponding drain arising from the absorption of imports. 
When the flow of in-payments from previous lending comes to ex- 
ceed the outflow of gross new investment, then a lending policy re- 
quires the creditor country to absorb imports. These imports have 
then no countervailing tendency serving to offset their depressing 
effect upon employment and income. At least this is true unless 
the liquidation of the previously incurred loans should make for 
lower interest rates and so stimulate investment and national in- 
come in the United States. But it would seem that the strength of 
this tendency would be insufficient to make for any noticeable 
change in home investment. The argument also requires the as- 
sumption that the limit to further investment in the United States 
was the excessive level of interest rates. 

A pay-as-you-go basis, on the other hand, appears to be con- 
tinually neutral in its effect upon national income, or nearly so. 
The absorption of imports would be a depressant upon income 
and employment in the United States according to the usually ac- 
cepted analysis. But if the dollar exchange obtained from imports 
were almost immediately spent for goods to be exported abroad, 
there would be a corresponding (and almost immediate) stimulus 
to incomes and employment at home. 

Hence as between a loan policy and a pay-as-you-go policy in 
their effects upon national income the main distinctions would 
appear to be these. A loan policy gives a protracted stimulus to 
employment and income as long as there is a net outflow of in- 
vestment abroad. As Mr. D. H. Robertson once said, referring to 

6 An exception to this generalization would be highly unsettled social condi- 
tions which caused people to try to shift from weak currencies to strong cur- 
rencies. Exports can be a means of making a flight from a currency, e.g., in 
Europe after 1931. 
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Great Britain, “For getting out of a slump there is nothing like a 
whiflE of foreign investment.” But he might have added that the 
return flow of capital as interest and principal was a soporific. A 
pay-as-you-go policy on the other hand depresses incomes in one 
sector of the economy at the same time that it stimulates another. 
The tendencies probably about neutralize one another except in 
special circumstances. 

II. AMERICAN POLICY AND THE WORLD 
ECONOMY 

In the international sphere the primary problem confronting the 
United States after the war will be how may it best utilize its 
economic resources to push world economic development in de- 
sired directions without threatening its own national income imme- 
diately or over the longer run. Measured by any of the usual in- 
dices the United States, as we have seen, is large relative to other 
countries in economic affairs. Any policy that the United States 
follows, either deliberately or as the pattern that emerges from 
day to day decisions, will have a profound effect upon the course 
of economic events in the rest of the world. So much is certain. 
But the problem of what is the most desirable course for the United 
States to follow as an economic policy in international affairs is 
exceedingly difficult. Mistakes are inevitable. Yet one cannot there- 
fore refuse to consider the problem. The few pages that follow 
endeavor to suggest three major lines along which American policy 
might properly develop. The suggestions are less than comprehen- 
sive of course. But they appear to the author to be reasonably well 
adapted to the basic elements of the problem. 

III. EMPLOYMENT AT HOME AND NATIONAL 
INCOMES ABROAD: THE KEY POSITION OF 
THE UNITED STATES 

1. The greatest single contribution the United States can make to 
the postwar world in economic affairs is to maintain her domestic 
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economy at levels of high income and employment. The preponder- 
ance of the United States in the world economy is such that high 
income levels here give a substantial lift to prices, employment, and 
national income in other countries. The converse is not nearly so 
true: other countries pushing towards higher income levels are 
probably not able to pull the American economy along with them. 
Foreign trade is relatively less important in American economic 
affairs than in those of other countries, while at the same time the 
American share of total world trade is significantly large. Alterna- 
tively expressed, America’s proportion of world trade is large rela- 
tively to that of other countries yet that share is small in com- 
parison with the whole American economy. High levels of employ- 
ment and income in the United States are a strong lever on in- 
comes and employment in the world outside the United States, but 
the same degree of prosperity attained elsewhere independently of 
the American economy is probably not sufficient to lift the Ameri- 
can economy to acceptable levels of national income. 

In drafting policies to put the American economy at high income 
levels and maintain it there, the United States and other countries 
should of course cooperate to the end of developing policies that 
are harmonious and mutually consistent. In general, this means 
pushing for expansion. Restrictionist policies must be avoided ex- 
cept to the degree that a particular country finds its prices and in- 
comes moving upwards at a more rapid rate than the world at 
large and hence, to that degree, likely to cause disequilibrium for 
itself and others. 

But the crux of the problem in this cooperative venture towards 
high incomes throughout the world is the preponderant importance 
of the United States. If the United States falters the rest of the 
world will find its task nearly impossible. But if, by appropriate 
policies, the United States succeeds in achieving and maintaining 
the levels of income of which it is capable, there can be some falter- 
ing and missteps by other countries without courting extreme dis- 
aster. The United States must play its role effectively or the whole 
show will be a failure. 

s. The policy necessary to achieve satisfactory levels of national 
income in the United States is essentially a policy for achieving a 
sufficient volume of real investment. If real investment can be 
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pushed to a high level, then national income will be large and real 
standards of living bountiful. 

There has been much discussion in recent months concerning 
the likelihood that investment on private account after the war 
will be great enough to give the required support to national in- 
come. Those to the left of center and those of a pessimistic frame 
of mind are inclined to deny that private investment will be large 
enough to carry the American economy to high levels of income 
and employment. Those to the right, and those more optimistic, 
take a more hopeful view. Surely no conclusive answer can be 
drawn from the meager facts and the abundant uncertainties that 
now compose the problem. For our purpose, moreover, it is un- 
necessary to have firm convictions on the topic. We need only em- 
phasize that unless investment is maintained at high levels it is 
futile to expect an abundant national income. 

There is the choice, however, between a greater and lesser re- 
liance upon foreign investment in the aggregate of total investment 
activity. The writer’s views on this topic have been made clear by 
the analysis of the earlier chapters. 

Under any reasonable assumptions as to the volume of interna- 
tional investment that the United States might make on the pros- 
pect that the loans would remain solvent, the total of foreign in- 
vestment is small in comparison with the aggregate investment 
apparently necessary to achieve a high national income in the 
United States. The main reliance must be upon home investment. 
Let it be emphasized that we here mean bona fide loans that are 
negotiated with the lender’s expectation that they will be repaid 
and with the borrower’s intent to pay them. We are not speaking 
of ‘loans” that are granted with no real belief that their terms will 
be respected. 

Our reasons for arguing in favor of assigning a minor role to 
foreign investment in an investment program designed to attain 
a high American national income are not based entirely upon the 
smallness of foreign investments likely to avoid default compared 
to the investment total required. 

A really ambitious foreign lending program means a boom in the 
export industries which will have to be contracted when new 
lending falls off (as it would be likely to do after a brief upsurge) 
and the American balance of payments must turn passive to accept 
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income and principal payments on the previous lending. The 
greater the flood o£ new lending abroad, the greater, ultimately, 
must be the inflow of payments when net new lending declines or 
becomes negative. From the point of view of borrowing countries 
and the United States alike such sharp reversals are to be avoided. 
From the long term point of view the United States had best avoid 
giving a big stimulus to exports which will have to be followed by 
taking a correspondingly large excess of imports. There will be 
enough other factors at work tending to stimulate American ex- 
ports after the war without making the somersault more difficult 
by the further impetus of heavy foreign lending. 

These remarks are not to be interpreted as meaning that the 
United States should refuse to participate in the International Bank 
and die Fund proposed at Bretton Woods. What we are arguing, 
however, is that foreign lending beyond American commitments in 
the Bank and the Fund should be cautious and judicious. The 
United States, moreover, should not assign an important role to 
foreign investment in formulating its own program for attaining 
a high national income. By refusing to join the Bank and the Fund 
the United States would damage its own interests and those of the 
rest of the world. From the American point of view, moreover, the 
sums involved are not so large as to occasion alarm on the balance 
of payments problem. American acceptance of the Bretton Woods 
proposals is not only desirable but is necessary. 

IV. A REVISION OF AMERICAN COMMERCIAL 

POLICY: THE PECULIAR VIRTUES OF THE 

PRESENT AS A TIME FOR CHANGE 

The second major pillar in American economic foreign policy 
should be a systematic lowering of the American tariff to discover 
the absorptive capacity of the American market for foreign goods 
and services. It appears that unless American tariffs are lowered 
during or immediately after the war, an opportunity will have 
been lost that will not soon return. The benefits of tariff reduction 
would be substantial and present circumstances are peculiarly favor- 
able for minimizing the dislocations in the American economy. 
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The lowering of the American tariff would mean more to the 
rest of the world than to the United States. This follows from the 
size of the American economy in relation to the individual econ- 
omies from which it would be drawing imports. We have empha- 
sized repeatedly that, even before the war, American imports were 
a large fraction of total world trade. A moderate increment in 
American imports, therefore, would often mean a substantial in- 
crease in exports for the countries from whom the goods come. 
Even a small percentage increase in the proportion of imported 
goods in the American market will greatly benefit the exporting 
countries. The same aggregate of goods exported from other coun- 
tries but imported into the United States will be a much larger 
percentage of national incomes abroad than the imports into the 
United States will bear as a percentage of the American national 
income. And as in all cases of specialization and exchange by 
trade, the real benefits to the American populace would consist in 
having more goods per unit of effort expended. It is not necessary 
here to argue the benefits of international trade. They have been 
long familiar and accepted by those who have taken the trouble 
to examine the argument under the assumptions employed. 

Though the benefits of lower tariffs and freer trade are not in 
dispute it is not as generally recognized that the present is a pe- 
culiarly appropriate time for scaling down the American tariff. 
The reasons are worth emphasizing. 

In the first place, an immediate lowering of the American tariff 
would do much to halt the world-wide drift towards economic 
self-sufficiency. In many parts of the world it appears that countries 
are hesitating in doubt between developing their economies 
through policies that look towards participation in world trade, 
and policies that endeavor to minimize reliance on the outside 
world. To be sure, the attractions of economic self-sufficiency do 
not rest altogether on economic grounds but also on considerations 
of national security in a non-peaceful world. But its economic at- 
tractions are as a means to economic stability, and they spring 
from a despair of attaining economic stability through participa- 
tion in world trade on a basis of international specialization. An 
immediate lowering of the American tariff would at one stroke 
accomplish two things which would check, and perhaps even re- 
verse, the drift towards national self-sufficiency. In the first place. 
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it would be a formal declaration that other countries could expect 
to sell their specialties in the American market and so acquire 
American products in exchange.® In the second place, lowering the 
American tariff would be a concrete affirmation to the rest of the 
world that American welfare did not depend upon insulating the 
American economy from the rest of the world. It is a common lay 
opinion abroad that the high level of income in the United States 
is a shining example of the potentialities' of protectionism. A 
prompt lowering of the American tariff coupled with the an- 
nounced intention to maintain income and employment in the 
United States at a high level by policies directed towards increas- 
ing investment and world trade would have a marked influence 
upon the policies adopted by other countries that now hang in 
doubtful hesitation between self-sufficiency and participation in 
world trade as the objectives of commercial policy. Were the United 
States to lower its tariffs to encourage imports from the rest of the 
world such action might go far towards deciding the issue against 
economic self-sufficiency as a concerted policy. 

But the arguments for lowering the American tariff at once, or at 
least before there is a conversion from war goods to peace goods 
production, are no less compelling from the point of view of the 
American economy. 

From all but economic isolationists the prime objection to lower- 
ing American tariff rates has always been the contraction of produc- 
tion that would ensue in domestic industry as a consequence of 
increased imports. Lowering rates would mean that domestic pro- 
duction would have to contract. But there are two reasons why this 
argument carries less than its usual force as an objection to tariff 
reduction at the present time. 

In the first place, many of the goods on which it would be de- 
sirable to lower tariffs as a permanent program are goods which 
are not now in production within the United States at all. The 
industries concerned have converted to war goods production or 
have discontinued operations because of material shortages. Hence 

6 Lowering the American tariff would tend to improve the terms of trade 
for the exporting countries. They would sell more and at better prices. Indeed 
the lowering of the American tariff would tend to make some goods more 
expensive to other countries. For example, English beef is doubtless cheaper 
than it would be if Argentine beef could be sold on the American market. 
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the question is not one of contracting their normal output but 
one of whether these industries should resume production of the 
kinds of products under the old rates of protection that they en- 
joyed before the war. There is no problem of shifting labor out 
of the production of the protected articles. There is only the ques- 
tion of whether they should shift hack into production. The usual 
argument against tariff reductions is thus not nearly so forceful 
at present as it will be a year or two after the war. There will be 
a huge problem of shifting labor from war to peace production 
in any case. Lower tariff rates will not appreciably worsen the 
problem. 

The second reason for lowering tariffs immediately lies in the 
multitude of changes which have to be integrated into the price 
system at the conclusion of the war. These have been accumulating 
throughout the war and they are inescapable. Substantially lower- 
ing tariff schedules will introduce only a small additional change 
in the basic economic factors to which economic activity will have 
to adjust after the war. The overhanging changes that will in- 
evitably result from the war must be integrated into the price 
system; the effects of lower tariff rates might as well be absorbed 
simultaneously. Let us explore this point a little further. 

The war has wrought a number of significant changes in the 
basic economic data which have not yet been integrated into the 
price system. On the side of production the economy will inherit 
from the war a host of technological developments—inventions, 
new methods of production, new products, new uses for familiar 
products, and new ways of doing a variety of different operations. 
Also, on the production side, will be a changed composition of the 
labor force in both the kind and quantities of skills available. Also, 
on the side of consumption, there have doubtless been changes in 
consumer tastes and wants over so long a period."^ And these changes 
in consumers' tastes will be conjoined with some drastic changes in 
the distribution of wealth and income through which they will 
express themselves in demand schedules for particular products. 

The important point about these numerous changes in the 
present context, however, is that they have not been integrated into 

7 In the writer’s view these may be much more important than is commonly 
supposed. It seems probable that the composition of consumers’ demand will 
be drastically altered simply because the war occurred and has lasted so long. 
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the system of relative prices for non-war goods. For the most part 
they have been developed in connection with war goods production 
and they have not been reflected in the costs and prices of non-war 
goods. They remain unexpressed in the system of relative prices 
which, under non-war conditions, determines the distribution of 
labor and capital between alternative employments. And, in the 
writer’s judgment, there is no means of discerning their combined 
effect upon relative prices a priori because in their introduction 
they will act and react upon one another through the interplay of 
product prices, prices of productive factors, business profits and 
losses, and incomes and expenditures.® All these changes will be 
inherited from the war and will have to be absorbed into the 
system of relative prices. 

Yet because these changes have to be absorbed and their absorp- 
tion is likely drastically to change relative prices the time is pro- 
pitious for a major change in the American tariff. The existing 
tariff schedules and the prewar system of relative prices were geared 
into one another. But the postwar system of relative prices will be 
notably different, and it will have to absorb and integrate a host 
of changes of the kind mentioned, regardless of whether the tariff 
is changed or not. Consequently the new system of relative prices 
can adjust and develop to new and lower tariff schedules about as 
easily as it can to the prewar schedules. 

It is for these reasons that the present is a propitious occasion 
for lowering American tariff rates that is unlikely to be soon pre- 
sented again. 

And there is an ancillary point here that should be mentioned in 
conclusion. We have argued in Section II that the prime objective 
of American policy after the war should be to promote high levels 
of domestic investment to assure adequate levels of national income. 
The lowering of American tariffs is likely to open up new avenues 
of investment within the domestic economy. It is often assumed 
that tariff changes discourage investment activity because they tend 
to lower profit rates in the industries that have been shorn of their 

8 To mention but two examples we may ask what will be the long-term 
effect of the developments in the plywood industry or cheap magnesium upon 
the structure of relative prices and the composition of output? It is surely 
impossible to predict the full impact of such changes upon relative prices be- 
cause their influence extends so widely and affects so many industries. 
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protection from outside competition. But changing tariffs also 
makes some industries more active (the export trades, for instance), 
and the new rates allow other industries to develop that were 
previously impossible. New industries mean new investment. They 
serve as an offset to the maintenance of activity in older industries 
that, perhaps for the most part, were simply maintaining their in- 
vestments already committed. But a new industry means fresh in- 
vestment. Although one cannot be sure in these matters, perhaps 
the reduction of tariff rates would be nearly neutral in its net effect 
upon domestic investment after the war with possibly a slight likeli- 
hood that lower tariffs would stimulate more new investment than 
they would discourage. 

Some doubts were expressed earlier concerning the absorptive 
capacity of the American market for foreign goods even at lower 
tariff rates. But it was then pointed out that there was no way of 
discerning what the net effect would be in terms of increased im- 
ports. These doubts still hold in the present context: the writer 
holds a less optimistic view as to the probable flow of imports from 
abroad at lower tariff rates than others with whom he has discussed 
the problem. Certainly the views of vested interests on the effects 
of lowering the American tariff should be heavily discounted. But 
what the flow would be is impossible to discern in advance of 
knowledge concerning the specific rates to be lowered and by how 
much. Within the range that is likely to be politically possible in 
the immediate future, the writer would not expect such a flood of 
goods from abroad as is often predicted. 

In order that there be no misunderstanding, let it be flatly stated 
here that the author would support the maximum reduction in 
the American tariff schedules that it is politically possible and 
socially desirable to achieve. And for the reasons indicated he 
would urge that action be taken before there is any reconversion 
from war goods production to peace goods production. An equally 
favorable opportunity for lowering the American tariff is not likely 
to arise again soon. 

Unfortunately our arguments concerning the desirability of re- 
ducing the American tariff before the end of the war do not apply 
to agricultural products. The war has meant expansion, not a 
contraction, of agricultural production. In relation to costs and 
prices abroad American agriculture will be even more overextended 
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at the end of the war than it was in 1939. As we have already 
argued in Chapter X tariff reductions on agricultural products 
here might be expected to produce a heavy flow of imports and a 
serious dislocation of American agriculture, especially in certain 
products. In other words, the present problem of tariff reductions 
on agricultural products is of the same character as before the war, 
only it is, if anything, more acute. And the writer would hasten 
to add that he sees no simple solution to the difficulty.® 

The effect of tariff reduction is of course to increase the supply 
of American dollars to other countries in the degree to which im- 
ports occur. A high level of national income in the United States 
will stimulate imports even at existing tariff rates. A substantial 
reduction in tariff rates combined with a high level of national 
income will increase imports and dollar exchange still more. Such 
imports together with already existing foreign dollar balances and 
the further sums to be supplied under the Bretton Woods agree- 
ments should provide enough dollar exchange for reconstruction 
and economic development abroad. 

V. DELIBERATE STOCKPILING IN THE 

NATIONAL INTEREST AND THE 

WORLD’S NEED FOR DOLLARS 

The dollar balances already in foreign hands, the greater absorp- 
tion of imports, and the lending facilities agreed upon at Bretton 

9 The basic problem of American agriculture is that costs are high relative to 
costs of production abroad. If tariffs were eliminated many products would be 
imported instead of being produced at home. But, in fact, domestic production 
of some crops, cotton is the notorious example, is in excess of domestic con- 
sumption requirements at prices at which the products can be marketed with- 
out subsidies to consumers. The war has aggravated these problems because 
the government had to encourage production by supporting prices in order 
to supply its needs for the armed forces and lend-lease. Unfortunately also is 
the fact that parity prices guarantees for a number of agricultural crops extend 
beyond the war period so that production will be maintained and surpluses 
accumulate beyond the war’s end. It seems virtually certain that American 
agriculture production will be too large, on any acceptable definition, when 
the war ends. It is also gratuitous to add, presumably, that the agricultural 
^‘problem” in the United States is overwhelmingly a political and social problem 
rather than an economic problem. For at least a. decade or two it has been 
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Woods should almost provide the rest of the world with sufficient 
dollar exchange in the postwar period. Yet they may not be ade- 
quate to the need for dollars. The magnitude of the task of post- 
war economic reconstruction and development and the speed with 
which it has to be undertaken may show that more dollars are 
necessary. What then? Will the United States then be forced into 
a large-scale lending program whose long-term results are likely 
to be unsatisfactory both at home and abroad? There would seem 
to be no iron necessity to accept foreign lending as the only solu- 
tion. 

An eminently sensible program, in the writer's judgment, is 
for the government to stockpile imported goods instead of lending 
on a comparable scale. In other words, the government, acting on 
behalf of the national interest, would purchase foreign goods to 
hold as a permanent investment until a national need for them 
arose. Similar proposals have been made by a number of persons 
on various grounds.^° We here suggest it as an alternative to for- 
eign lending. Instead of lending and taking imports later the im- 
ports on government account would be received simultaneously 
with the provision of the dollars. The imports that lending would 
ultimately require would flow in directly and from the first, but 
with the further difference that the imports would not pass into 
regular commercial channels but into government stockpiles. The 
dollar exchange supplied to the rest of the world in the process 
would be equally as useful as dollars acquired through borrowing. 
Let us examine the scheme a little. 

The present war has been prodigious in its consumption of 
material. Much of this has required the use of American natural 
resources that are fixed in total natural supply— iron ore, zinc, 
bauxite, petroleum, timber, copper, etc. Some of these will be 
recoverable through the scrap markets. But a large fraction of the 
irreplaceable materials used for war purposes will not be recover- 
able because they will be left in inaccessible places or sunk or 

reasonably clear that agriculture as a whole should shrink in relation to other 
industries. 

10 Most of the relevant literature is cited in Graham, Benjamin, World Com- 
modities and World Currency, New York, 1944. Mr. William L. Batt, the 
United States representative on the Combined Raw Materials Board and Com- 
bined Production and Resources Board has been a strong advocate of govern- 
ment stockpiling on grounds almost identical with those described here. 
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destroyed beyond salvage. Under lend-lease arrangements, more- 
over, much of the salvaged materials will remain in foreign hands. 

From the point of view of the United States, however, the con- 
sumption of these raw materials has meant a depletion of basic 
natural resources that are not replaceable. Yet many of them are 
an important basis for the American industrial economy. Would 
it not, therefore, be a wise national policy to replenish certain of 
these exhaustible resources by imports from abroad? For example, 
there are estimates that suggest that some of our richer iron ore 
reserves are approaching exhaustion. Would it not be wise, there- 
fore, to import on government account, say, 50 million tons of 
high grade prepared heavy melting steel scrap? The storage costs 
would be negligible and there need be no intention of allowing it 
to hang over the domestic market as a depressant of scrap prices. 
It could be treated precisely in the manner that the United States 
Navy treats its oil reserves: a resource to be held in case of need. 

The number of commodities which lend themselves easily to 
such treatment is not easy to list from general knowledge. But the 
principle is clear. They should be commodities whose domestic 
supply has been depleted because of the war and for which there 
is a danger that a shortage might develop at a later date. If no 
shortage ever develops then well and good. But one would scarcely 
argue that a fire insurance policy was a mistaken purchase because 
no fire occurred. 

There is a second group of commodities which could also be 
stockpiled as a deliberate national policy. These are commodities 
which are not available within the United States or only at enor- 
mous cost, e.g., manganese, or commodities which are domestically 
produced in a volume insuflScient for our needs, but which are 
at the same time commodities that are virtually indispensable to 
the effective operation of the economy in the event of war. Some 
steel alloys fall in this category, e.g., nickel and chrome. But cer- 
tain chemicals are also to be included. The present war has shown 
how embarrassing it can be to have a war break out in unexpected 
places and completely shut off normal sources of supply. The 
United States was perhaps more fortunate than it had any right 
to be in being able to develop alternative sources of supply of in- 
dispensable materials, e.g., tin, synthetic rubber, wolfram, etc. The 
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country might not be so fortunate again even though there is the 
fervent hope that the need will never arise again. 

The commodities in this latter group differ from the former in 
that they are commodities or raw materials that the United States 
normally imports in considerable volume. Their stockpiling is an 
insurance of national safety rather than an endeavor to replenish 
domestic resources that have been consumed. 

How much dollar exchange might reasonably be provided to the 
rest of the world through stockpiling in the manner indicated 
cannot be estimated. Yet the possibilities seem attractive in com- 
parison with the alternative of an equal volume of dollar loans. 
Purchases can be made flexible in amount and delivery could be 
arranged in a manner to accommodate sellers and buyers. They 
raise no balance of payments problem as do foreign loans and they 
are without any dangers of political overtones to which borrowers 
are likely to be increasingly sensitive in the years after the war. 
And it should be emphasized that from the point of view of the 
rest of the world dollar balances obtained in this fashion are just as 
satisfactory as loans, and better in the sense that they require no 
debt service charges over the years to be met by increased exports. 
The acquisition of dollars and the provision of the exports go 
hand in hand. 

It might be thought that the countries from which we would 
desire to acquire the raw materials for stockpile would be other 
than the countries that needed dollar exchange for reconstruction 
or economic development. This would probably be true. But the 
fact need cause no special difficulty. The main problem is the 
threat of a world shortage of dollars relative to the legitimate need 
for them beyond the sums provided through the International 
Bank and American imports in the normal course of trade. If the 
dollars are supplied through stockpiling, their redistribution among 
the several countries could be achieved without much difficulty. 

From the point of view of the United States and on the assump- 
tion that the materials are stockpiled over and apart from the 
usual trade channels, their effect upon domestic employment would 
be precisely the same as the- gain in exports arising from lend-lease 
operations or a net outflow of foreign lending. 
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VI. A FINAL WORD 

As A final word it seems worth reiterating that if the United States 
can push its domestic economy to the levels of production and 
consumption of which the economy is capable and hold it there 
with reasonable stability, it will have made a signal contribution to 
economic welfare throughout the world. The American contribu- 
tion from this direction will outweigh any help the United States 
might supply from any other single source. By reducing its tariffs 
and so opening the American market to the specialties of other 
lands, this contribution can be appreciably augmented. A further 
contribution to a better and more stable economic world after the 
war lies in a wholehearted participation in the schemes adopted 
by the representatives of forty-four nations at Bretton Woods. And 
if it appeared necessary, as might well develop, these could be sup- 
plemented in a flexible fashion by a national stockpiling of critical 
materials. But from both the domestic and the international points 
of view, the economic task of the postwar period, beyond the very 
immediate difficulties of the transition from war to peace, is to 
achieve a stable national income at a level approximating the po 
tentialities of the American economy. 


Appendix: CAPITAL AND THE 
THEORY OF INTER- 
NATIONAL CAPITAL 
MOVEMENTS 

I. THE USE OF THE WORD “CAPITAL” 

In no small measure the difficulty in understanding the process of 
international capital movements arises from the metaphysical and 
picturesque language used to describe it. This is especially true of 
the word “capital” in describing international capital movements; 
it is used in several different senses and often authors pass from 
one meaning to another without warning to the reader. Let us 
therefore first try to clarify the different senses in which the word 
capital is used. 

1. If one speaks of the “capital” of ah individual or a business 
enterprise the reference is typically to the sum total of wealth or 
asset holdings. Moreover, we often speak of these wealth holdings 
in a gross sense or a net sense, i.e., the sum mentioned may be 
either before or after deduction of whatever claims “others” or 
“outsiders” have.^ So, for example, when we speak of a corporation 
getting “more capital” through borrowing or the sale of shares we 
mean (usually) that it is getting more assets. Initially these assets 
may be money. But typically the company does not want to hold 
money but the things money can command: buildings, machinery, 
inventories, etc. Yet every day we speak of companies needing, 
borrowing, or procuring “more capital” when we mean more assets. 
So also we speak of countries or regions needing “more capital” 
when we mean more assets. But more of this anon. 

1 In accounting terms the phrase net worth is used to indicate the value 
of the capital while the value sum of the total assets would be the gro 5 s capital. 
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When we turn from the point of view of a segment of the econ- 
omy or nation, such as a person, a corporation, an industry, or a 
region, to that of the economy as a whole the connotation of the 
word capital becomes both narrower and wider. It narrows in 
that a host of claims of individuals and corporations against one 
another simply cancel out. The mortgage that Mr. Ames holds on 
Mr. Brown's house is simply a way of indicating the division of 
rights between them as to the house and its use. There is only one 
house. So it is with bank deposits and bonds, with accounts receiv- 
able and promissory notes, and all the other claims that define the 
rights and obligations of “persons": they cancel out (almost) in a 
reckoning for all the residents of the country. (The reason they do 
not entirely cancel out is that the total claims of foreigners against 
nationals may be greater than the total claims of nationals against 
foreigners.) While in a summation of capital for the whole economy 
claims largely disappear, certain new items make their appearance. 
In particular, public buildings, highways, harbor installations, etc., 
would have to be added in. Partly because intangibles largely cancel 
in a reckoning for the nation as a whole, it is customary to speak 
of “real capital" as we have done throughout the present book. 
And instead of viewing them always as a congeries of “things" it 
is often convenient to reduce them to a common denominator in 
value terms. 

Hence the connotation of the word capital depends upon the 
point of view assumed. In the private sense, money and claims are 
included- From a national point of view, these largely cancel out 
and do not appear in the final total. But from both points of view, 
there is a consistent focus upon the resources available to, and 
at the command of, the individual or nation respectively. 

We cautioned above that in computing the total real capital of 
any one country not all intangibles were excluded. This qualifica- 
tion was necessary to allow for claims and obligations between 
countries. At any given moment of time the citizens of one country 
are likely to hold claims against the citizens of another, and vice 
versa. If, on net balance, foreigners have a greater claim against 
nationals than nationals have against foreigners, then a computa- 
tion of the total real capital resources of the country must include 
a deduction in the amount of this net balance. If the net balance 
is the other way about, there must be an addition. For the net 
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claim of nationals against foreigners constitutes a part of the 
country's real resources in the sense that it is the power to de- 
mand real things in the form of goods or services for its own na- 
tionals.^ Of course these claims may have different ‘'due dates'* and 
may arise in a variety of ways. Since international capital move- 
ments are in a measure the creation and extinguishment of such 
claims, we cannot neglect them here. 

2 . The “capital market” in any country is the market in which 
new and old security issues are bought and sold.^ The market as 
such consists of financial houses, perhaps banks, security dealers 
in bonds and shares, and buyers and sellers of new and old issues. 

Private corporations desiring funds for expansion or to refund a 
maturing issue here offer their securities for sale. Here also the 
state may sell its obligations to its citizens or to foreigners. And 
at all times there is buying and selling of those bonds and shares, 
in all their multitudinous forms, which have been sold or “floated,” 
as the phrase has it, at an earlier time. This, in substance, is the 
capital market upon whose activity or quiescence human welfare 
so frequently turns. 

The term capital market, be it observed, is not used to designate 
the market for real capi tab goods such as locomotives, machines, 
ships, and the like. Production and sale of these capital instru- 
ments may be brisk or flagging, according as the capital market is 
active or dull. But the capital market as such does not refer to 
these items, but rather to the market for shares and bonds gen- 
erally, or, not uncommonly, only to the market for new issues in 
particular. A large volume of new issues may activate the steel 
works and intensify burrowing in the mines. The connection has 
often been observed. Yet the capital market itself is something else 
again: it is not the market in which reai capital instruments are 
traded but the market where new and old security issues are bought 
and sold. 

2 A more accurate statement would be that some nationals have a net claim 

against citizens of other countries. Unless there are intergovernmental loans , ^ 

the “nation” as such does not have a claim. : i 

3 The line of distinction between the capital market and the “money market” 

is scarcely sharp. In general, however, the latter has reference to the market ; 

where bills, acceptances, short-term obligations, etc., are bought and sold. Ji 1 

The capital market on the other hand refers to longer term obligations. While ? 

any distinction between long-term and short-term is bound to be arbitrary, a 
year is usually taken as the breaking point. 
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IL THE PROCESS OF INTERNATIONAL CAPITAL 
MOVEMENTS 

The commonplace observations just made concerning ‘‘capital'’ 
and the “capital market” may dispel some of the confusion from 
which the discussion of international capital movements and in- 
ternational borrowing and lending occasionally suffers. 

Let us assume that a group of citizens of country D (the “debtor” 
country in what follows) offer for sale in the capital market of 
country C (the “creditor” country) a new issue of securities.^ Let 
us assume further that these securities are bonds of a corporation 
in D and that the sale is successful. What has occurred so far? Cer- 
tain persons in D via a corporation, have obtained buying power 
(bank deposits) in country C in exchange for which they have given 
a promise to pay the principal sum borrowed at maturity with in- 
terest in the interim at an agreed rate. A transaction has occurred 
in the capital market of country C which has international aspects 
and implications. Up to this point no “movement” has occurred 
other than a transfer of the ownership of certain bank deposits in 
C from nationals to foreigners. Yet in a sense a transfer is a move- 
ment; and it would be customary to describe what occurred as 
an international capital movement, or more correctly, as the first 
of several steps in an international capital movement.® A more 
precise statement, however, would be to the effect that the move- 
ment or transfer thus far was monetary in character, suggesting 
thereby that something more was involved.® Indeed the relation- 

^ One could rewrite what follows in terms of an increased desire on the part 
of investors in C to make investments abroad in D. Indeed, as a description 
of what has happened in times past in the development of backward areas it 
might be more appropriate to indicate that the lenders usually took the initia- 
tive. Yet in the postwar period the initiative will likely reside with borrowers 
in the sense that they will be pressing their needs in a vigorous fashion. 

5 One reason for speaking of the first step as a capital movement is that the 
full complement of steps may require a long time. Borrowers and lenders have 
occasionally overlooked the delayed consequences of international capital move- 
ments to their disaster. 

6 Cf. the following, . . the first thing which happens when an international 
capital movements is to take place, is usually that part of the monetary buying 
power of one country is put at the disposal of people in the other (the mone- 
tary transfer). This first step is eliminated only where goods are sold abroad 
on long-term credit or in case imports of goods are financed by permanent 
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ship between the international capital movement in a manner 
analogous to that employed in discussions of transactions on the 
“capitar" market. The immediate focus* is securities and bank de- 
posits, not capital instruments. 

Let us return to our example. The borrowers in D now have 
bank deposits in C. At this juncture two extreme cases set the 
limits to the possibilities of what the D borrowers may desire to 
do with their newly acquired bank deposits. Assume for the present 
that C and D are the only two countries. In that instance the first 
possibility is that the D borrowers may wish to spend their bank 
deposits entirely on commodities or services available in country 
C.^ If this be the fact, then the D borrowers acquire their mer- 
chandise, arrange for its delivery to their place of business in D, 
and, except for the interest and principal payments to be made in 
the future, the transaction is closed. The initial monetary transfer 
has been succeedec^ almost immediately by a transfer of goods. Ex- 
ports from C to D are larger than they would have been had no 
international capital transaction occurred. Observe, however, that 
there is no requirement that the goods movement consist of ma- 
chines or capital instruments. It may just as well consist of wheat 
or canned goods or services of some kind. There is no logical neces- 
sity that any particular kind of export effect the real transfer. 

The alternative possibility at the other extreme of course is that 
the borrowers in D desire to spend the whole proceeds of their loan 
in their own country D. Clearly in this instance the possible se- 
quences of development are more numerous than in the previous 
case, depending upon the assumptions that are made concerning 
the volume of employment in C and D, the foreign exchange rela- 
tions between them, the composition of aggregate demand in the 
two countries between domestic and foreign goods, and others. 
Primary developments must also be distinguished from secondary 
or induced developments. Let us first consider the case of stable 
exchange rates, ^ with less than full employment in country D, and 

loans after the shipment of the goods.” Iversen, C., Aspects of the Theory of 
International Capital Movements, Copenhagen and London, 1935>T- 45* 

7 The reasons why they may desire to spend in C may be various. For in- 
stance, the goods required may not be available at home or not available at 

such attractive prices. ^ 

8 The assumption of stable foreign exchange rates implies that there are 
banks, a central bank, or an exchange fund willing to increase or decrease 
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inquire as to the primary effects of a loan negotiated in C but 
which the borrowers desire to spend wholly in D. 

The borrowers in D will sell their newly acquired bank balances 
in C to the banks in their own country, receiving in exchange 
bank balances in D currency. Since we may assume that, they then 
proceed with their project by hiring laborers and buying domestic 
materials. But the increase in employment generated in D means 
an increase in domestic incomes which, in turn, are spent on con- 
sumption or investment. The rises in incomes, however, is likely 
to cause two further consequences. First, some of the increased con- 
sumption will be a consumption of imported goods, and hence tend 
to raise imports from C (the only other country under present 
assumptions). Second, with a higher level of incomes possibly a 
larger fraction of the goods usually sent abroad (or of goods both 
consumed at home and sent abroad) will be purchased by domestic 
consumers.^ Thus commodity exports from D^^may fall off some- 
what. But the combination of these— a tendency in D for imports 
to rise and exports to fall— will serve to diminish the bank balances 
in C that the banks in D purchased from the original D borrowers. 
In other words, the expansion of investment and incomes* in D, 
through their effect upon imports and exports, converts the mone- 
tary transfer from C to D into a real transfer, i.e., a movement of 
commodities. Yet here again no logic requires that the goods trans- 
ferred be of any particular kind and type.^^ 

If substantially full employment prevails in D, the sequence is 
slightly altered. The immediate expenditure in D of additional 
funds will serve to raise prices above the level that would have 
otherwise prevailed. The additional expenditure cannot increase 
aggregate output in the short run because we have assumed that 
unemployment is negligible. Increased expenditure can only raise 
prices. But a rise in prices in D relative to those in C will increase 

their (or its) foreign exchange holdings or gold holdings when others offer to 
sell or buy foreign exchange at given prices. 

9 The rise in incomes in D is assumed to be unaccompanied by a correspond- 
ing rise in incomes in C. If incomes also are rising in C no such shift need 
necessarily occur. As we shall note subsequently the loan would tend to have 
the reverse effect in C, i.e., to lower incomes and employment. 

10 The transfer theoretically could be effected, of course, entirely through a 
decline in exports from D to C. C lends to D and C simply reduced its imports. 
Its gross exports need not rise. 
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D’s imports and diminish its exports, and thereby eliminate the 
balances abroad in C accepted by the D banks when they supplied 
deposits at home in D to the original borrowers.^’- 

If we drop the simplifying assumption of only two countries 
the essence of the analysis is not substantially changed. Let us as- 
sume that the D borrowers wish to spend their C balances not in 
G nor at home in D but in a third country X. In this case an addi- 
tional step is introduced. The banks in C must be willing to reduce 
their deposit liabilities through a (temporary) reduction in their 
holdings of balances in country X. The D borrowers then procure 
their merchandise and proceed homewards. But what of the real 
transfer? Clearly it has already occurred between X and D. But 
what of C, the lending country? Unless the banks in C are willing 
to see their balances in X permanently impaired (and there is noth- 
ing in the loan transaction per se to suggest this) then they will 
take steps to restose their balances in X to their previous level. 
(Under flexible exchange rates they will perhaps charge higher 
prices for X currency.) Imports from X will thereby be discouraged 
and exports to X from C will be stimulated. Both work in the 
direction of restoring the G banks’ balances in X through raising 
exports from C to X relative to imports from X to C. One could 
also supplement the classical argument here by assuming that the 
purchases of the D borrowers in X stimulate employment and in- 
comes in X and so tend to raise imports in X relative to exports. 
Similarly one could argue that the reduction in bank deposits in 
C ^2 would react unfavorably on either employment and incomes 
and hence on imports, or upon prices, if there is little unemploy- 

11 If we assume flexible, instead of stable, exchange rates the argument need 
be altered only slightly. The essential modification is that the adjustment need 
not occur entirely through changes in incomes or prices but the exchange rate 
itself i.e., the price of one currency in terms of another, can also ease the 
proems. The borrowing in C for expenditure in D will tend to raise the price 
of D currency in terms of C. That is to say, more units of C currency must be 
paid for a unit of D currency or, as it is expressed with almost equal frequency, 
less D currency is obtainable for a unit of C currency. Regardless of the mode 
of expression the effect of the loan transaction on the rate is to raise imports 
and diminish exports in D and vice versa in C. A single loan transaction unless 
of great size, however, would be unlikely to alter the exchange rate perceptibly. 
A Learn of foreign borrowing with flexible exchange rates is another matter. 

12 Bank deposits are reduced because the banks in C have surrendered 
foreign assets against the reduction of domestic liabilities, the deposits. 
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ment, with a similar xesnlt^^ In any case the money transfer is 
followed by a real transfer, in this case three cornered, such that 
exports minus imports in C, the lending country, is a greater figure 
than before the loan was granted. The real transfer is from C to 
X to D, although the time sequence in the case discussed was actu- 
ally from X to D as one step and from C to X as another. 

We stated initially that the relationship between the money 
transfer and the real transfer could be elucidated by an examina- 
tion of two extreme cases: first, where all the proceeds of the loan 
are to be spent in the lending country; second, where the proceeds 
are to be spent entirely in the borrowing country. It is self-evident, 
of course, that these are merely two '‘pure'' cases at the extremes. 
What would be likely to occur in the real world would be some 
combination of these two extremes, with the complication of the 
borrowed funds being spent partly in third or fourth countries. 
Yet it should be clear from what we have suggested thus far that 
the sequence would be a mixture of the pure cases already con- 
sidered. The net result would be the same; a monetary transfer 
succeeded by a real transfer, unless one introduces the special as- 
sumption that for some reason the borrower wishes to hold idle 
balances in the lending country, at home, or in third countries. 

III. CAPITAL MOVEMENTS, TRADE, AND THE 
BALANCE OF PAYMENTS 

1. The discussion in the preceding section was in a measure un- 
realistic. For we spoke mostly in terms of a single loan transaction 
and endeavored to trace it through the steps by w:hich the monetary 
transfer was translated into a “rear,' transfer. But, in fact, what 
one finds in the real world is not a single transaction but a stream 
of lending over longer or shorter periods of time. A country that 
is industrializing or reconstructing with foreign assistance will be 
a borrower over several years or even over several decades. During 
a large portion of the nineteenth century the United States, for 

18 Xhis assumes that the reserve position of the banks determines their lend- 
ing policy. But this need not be the case. An “offsetting’' policy, such as fol- 
lowed by the Federal Reserve authorities in the '20’s would avoid the need 
for any deflation in C as a consequence of the lending transaction. 
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example, was a net borrower on long-term account. Railroads, 
canals, state governments, mining enterprises, etc., were undertak- 
ing projects which were partly financed by borrowing abroad. The 
aggregate of these ventures occasioned a stream of loans over a 
long period. The United States was an importer of capital. 

It is clear that a stream of borrowing from abroad can assume 
a variety of time shapes. A country might borrow the same sum 
each year for a number of years. It might borrow very heavily at 
first but taper off rapidly after a few years. And, at least the- 
oretically, a country might start by borrowing a very small sum 
which increased each year at some constant rate. The number of 
patterns is infinite mathematically, although the three indicated 
are perhaps the main types.^^ 

The pattern of foreign borrowing actually assumed by any coun- 
try will obviously depend on several factors. It will depend upon 
the character of the projects being undertaken, how long it takes 
to complete them, how many are being started simultaneously and 
at what cost, and a variety of other factors. Perhaps in general it is 
true that, within limits, a few loans make other loans appear 
necessary. Finally, and on the other side of the picture, there is 
obviously the willingness of lenders to make loans available. There 
is no reason to suppose that lenders always will be disposed to 
provide funds in the amounts and on the terms that borrowers 
would prescribe if they could. 

Regardless of these considerations, however, long-term borrowing 
operations will in almost all instances pass through two stages. In 
the first stage the stream of new lendings exceeds the interest re- 
mittances and the repayments of principal. There is a net inflow 
of capital. In the second stage new borrowings fall short of service 
charges. There is a net outflow of capital from the (previously) 
borrowing country. When any borrowing country passes from the 
one stage to the other will depend upon the time shape of the 
borrowings from abroad, the rate of interest on the loans, and 
the schedule of principal repayments. With any given time shape 
of the new borrowings. Stage II will be the sooner reached the 
higher the interest charge and the shorter the amortization period. 
And vice versa. If at any time new lendings from abroad should 

14 By allowing the possibility of “waves’* and discontinuities the pattern types 
can be indefinitely multiplied theoretically. 
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fall to zero, then, of course. Stage II is immediately attained. This 
was the lot of many capital importing countries soon after 1929. 
They had been previously borrowing heavily abroad and suddenly 
ho new loans were to be had. If new loans are in an ever-increasing 
crescendo, then of course Stage II need never appear. But this 
case seems so unlikely to occur in practice that there is little point 
in speculating on it. 

2. These two stages in the borrowing and lending operations 
over time usually reflect themselves in the flow of exports and 
imports. As we have already described in Section II, the monetary 
transfer becomes a “reaF’ transfer. A lending country (whose bal- 
ance of payments was previously in equilibrium) would be expected 
to show an excess of exports over imports during Stage I of the 
international capital movement. During Stage II, imports would 
tend to exceed exports. And conversely for the borrowing country.^® 
In Stage I the lending country would have an^^active’" or *‘favor- 
able’' trade balance. In Stage II, when the flow of interest and 
principal charges exceeds new lendings the trade balance would 
be “passive"’ or “unfavorable.” And again conversely for the bor- 
rowing country. Stage I is associated with an “active” trade balance 
for the lender. Stage II with a “passive” balance. 

Because international transactions are not confined to commodity 
exports and imports it is usually more convenient to speak of a 
country’s balance of payments than of its balance of trade. Com- 
modity imports are not the only occasion for making a payment 
abroad. Nor do commodity exports alone give rise to a right to 
receive payment from abroad. Payments for “services” rendered 
by the citizens to foreigners clearly occasion a payment. Shipping 
services, commercial services, insurance, brokers’ fees, and the like 
are familiar examples. Similarly, the tourist traffic is essentially an 
“invisible” export from the point of view of the country receiving, 
housing, and entertaining the tourists. It is an export of services. 
Finally, we have the payments on interest and capital account be- 
cause of loans made between persons in different countries. 

The whole of the payments due in either direction constitute 
for any country its balance of payments. Realistically considered 

15 It is necessary to postulate a previous balance of payments equilibrium 
in order to state the above as we have done. Pure cases are of course rarely met 
with in the real world. 
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it is a flow of payments in one direction compared with a flow of 
payments in the opposite direction. At any instant of time the /‘bal- 
ance” is simply the difference between the two. When the balance of 
payments is considered as a comparison between two flows of pay- 
ments in opposite directions it is self-evident that it is not a static 
thing but a fluid mass representing the country’s past history, cur- 
rent stage of development, and present undertakings. Loan trans- 
actions undertaken at an earlier time, for example, are reflected 
in the present balance of payments. Expansion of new industries 
or the decline of old industries will help to mold the balance of 
payments in days to come. Fresh new loans alter the present 
balance of payments almost at once but they also affect the 
balance of payments over future time. The balance of payments 
will reveal and reflect the past, present, and impending economic 
developments between the particular country and the world at 
large. 

The consequence is, therefore, that a country’s balance of pay- 
ments will necessarily be affected by long-term borrowing or lend- 
ing abroad. A country which lends abroad by the very act itself 
makes funds available to foreigners. These are then used, unless 
idle balances are to be held, to purchase services or merchandise 
for export. The movement of commodity trade is affected. Similarly, 
the flow of interest receipts and principal repayments gives the 
country which previously lent abroad a claim on the rest of the 
world for goods and services. But because of “invisible items” in 
the balance of payments the effect of international lending need 
not be clearly discernible in the statistics of exports and imports. 
In some cases it will. But it need not. 
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